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48th Annual Meeting 

a. 48th Annual Meeting will be 

held in Charlottetown, Prince Ed- 
ward Island on August 21 to 25. The 
Island Institute members, hosts to this 
year’s annual meeting, extend a warm 
invitation to all members of the Associa- 
tion to attend and assure them that ar- 
rangements have been made for the ac- 
commodation of all. 

Three technical sessions have been ar- 
ranged, which will be of particular in- 
terest to practitioners in smaller centres. 
On Wednesday morning, August 23, the 
session will be on municipal accounting 
and auditing. Mr. C. L. Beazley, K.C., 
Nova Scotia's deputy provincial secretary, 
will speak on ‘The Responsibilities of 
the Auditor of a Municipality”, and Mr. 
J. H. Lowther, director of the Public Fi- 
nance Division of Dominion Bureau of 
Statistics, will speak on “Uniformity in 
Municipal Accounting and Reporting”. 
On Thursday morning, August 24, the 
topic will be ‘Taxation of Individuals 
and Closely Held Corporations’. Pro- 
fessor J. R. Petrie of the University of 
New Brunswick will speak on ‘“Taxation 
Problems of Small Businesses”, and mem- 
bers of the Association will speak on 
other points of particular interest. In 
the afternoon the problems of the au- 
ditor of proprietorships and closely held 
corporations will be discussed. The an- 
nual general meeting will be held on 
Friday morning, August 25. 


A reception will be held for all in at- 
tendance on Tuesday evening. A tour 
to the North Shore of the Island to visit 
the famed White Sand Beaches has been 
arranged for the next day to be followed 
by a shore dinner and a country dance. 
Thursday evening, there will be a moon- 
light excursion, and the final function, 
on Friday, will be the dinner and dance. 
Devotees of the equine will be inter- 
ested in harness racing under lights on 
the evening following. 

The Committee on Education and 
Examinations will meet on Monday, 
August 21, and Council will meet on 
Monday and Tuesday. The Executive 
Committee will meet on Friday and Sat- 
urday, August 18 and 19. 

Further details of the programme will 
appear in next month’s issue but mem- 
bers are urged to make their arrangements 
early. A word to the wise. For those 
who have not been there before, you are 
hereby informed that Maritime hospital- 
ity leaves nothing to be desired (except 
a strong constitution). 


Manitoba 
ITH our minds and hearts full of 
the Manitoba flood tragedy, it is 
a little difficult at this time in middle 
May to concentrate on matters affecting 
the profession. We think instead of the 
people whose savings and whose labour 
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and effort have been invested in their 
homes and in prized possessions and gar- 
dens and who have lost these personal 
fruits of a long period of endeavour. 
Apart from financial loss and the inevit- 
able months which will be consumed in 
rehabilitation in the barest sense, we 
think of lost pictures and books and 
hobbies, of the lost prides of furnishings 
so dear to the hearts of the womenfolk, 
of the ruined toys and electric trains and 
all the physical things which go to make 
a happy household. The summer holi- 
days which will be turned into dreary 
work and salvage periods, the loss of 
restful days to those who have toiled 
during a stern winter — none of us who 
have escaped the disaster can know the 
real losses of this part of our population. 
We send to them our heartfelt sympathy 
and express our hope that all of us far 
removed from the scene will contribute 
to the utmost so that, before winter sets 
in again, family establishments and es- 
sential services will be in working condi- 
tion. 
* * * 

Turning to the economic disturbance 
which will result, it is interesting to 
speculate on the effect on trust and loan 


and life insurance companies and mort- 
gagees generally. Their security for 
loans will be greatly reduced and in many 
cases the value of personal covenants will 
have disappeared. But to some indus- 
tries, the work of reconstruction will re- 
sult in an unexpected boom of sales of 
goods and services, and profits will be 
made far beyond those contemplated 
earlier this year. It is quite possible 
that the inflationary pressures ‘resulting 
from a surge of orders cannot be resisted 
and that further direct injury to the suf- 
ferers will result. We would hope that 
vendors of building materials and sup- 
plies, to say nothing of the electrical and 
other trades, will hold firmly to the line 
and discourage and prevent over-charg- 
ing. To mortgagees we express the hope 
that concerted action will be taken to 
ease, for a time, burdensome schedules 
of payments. No doubt some govern- 
mental assistance will be required and 
be forthcoming to act as a cushion so 
that the load may be spread out widely. 
We have here an opportunity for private 
enterprise to do a great public service 
without governmental supervision by way 
of price ceilings, priorities and morator- 
iums. 
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Accounting for the Exploration 
And Development Of Metalliferous Mines 


By Charles R. Elliott, C.A. 


.A background to the accounting 
problems of the mining industry 





i THE popular conception of man’s 
rise from dependence on tooth and 
claw we visualize him taming the wild 
ancestors of his present flocks and herds 
and painfully urging the earth to grow 
two blades of what he wants where form- 
erly it grew one blade that he did not 
want. Before he could become a farmer 
he had learned the use of tools and laid 
the foundation for modern industry. Our 
knowledge of the earliest use of minerals 
is limited and mostly conjectured, but it 
seems probable that during the stone 
age men noticed that their fires some- 
times melted some of the metal in the 
rocks. Later they probably found that 
the softened metal could be beaten into 
weapons and utensils, specimens of 
which have been found. Recorded his- 
tory shows the use of copper, tin and 
gold by ancient civilizations going back 
over six thousand years. 

All modern industry depends on the 
products of the mines for its existence. 
Not only is the research of industry con- 
stantly expanding its use of these prod- 
ucts, but new discoveries are continually 
adding to the already long list of useful 
minerals. Today, world peace may hang 
on the possession by the peaceful nations 
of adequate supplies of uranium ore; to- 


morrow, those same ores may spell a 
new industrial revolution when the secret 
of harnessing the energy locked in the 
atom is discovered; as this is written, the 
papers and magazines are carrying stories 
of the release of certain isotopes from 
Chalk River for useful employment by 
industry. 


The Importance of Mineral Production 


In Canada the importance of mineral 
production to the national economy can 
be simply stated in terms of the value of 
the output which, including oil and na- 
tural gas, will in 1949 approach $900,- 
000,000 and which, on the basis of pres- 
ent developments underway, is expected 
to pass $1,000,000,000 during the next 
few years. The significance of these fig- 
ures is more readily appreciated when 
converted into terms of employment for 
Canadian labour; of markets for Cana- 
dian fisheries, farms and forests; of for- 
eign exchange for Canada’s commerce 
and raw material as well as customers for 
her factories. In terms of defence, Can- 
ada’s mines provided 90% of allied 
nickel requirements, 20% of lead, 10% 
of copper and 75% of asbestos during 
the second world war. During the early 
1930's Canada’s expanding gold mines 
cushioned the effect of the depression, 
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speeded recovery in Canada, and were 
an important factor in establishing her 
sound financial position when other coun- 
tries were impounding currencies. Dur- 
ing the early years of the war when dol- 
lars had to be found for imports of stra- 
tegic supplies, the output of her gold 
mines was an important factor in main- 
taining Canada’s credit. 


History of Prospecting 

Mines are a wasting asset, so that a 
constant and aggressive search for new 
deposits is of first importance in main- 
taining a healthy mining industry. The 
search for mines, or “prospecting”, is in 
itself an industry within the mining in- 
dustry. The prospector of story and 
legend pictures a hardy bearded character 
leading a heavily laden burro across des- 
ert wastes or floating down the Yukon 
with his gear on a raft to stake out his 
claim and his fortune. Thus are por- 
trayed in caricature the pathfinders who 
have blazed the trails that have led to 
great discovery and new wealth beyond 
their fondest dreams, though doubtless 
many of them ended their days unre- 
warded still following leads to the 
mother lode. Today, much of the hard- 
ship of the trail has been relieved by 
the aeroplane and the “kicker”, or out- 
board motor, to move the modern pros- 
pector to his location, but the search is 
still primarily the same tedious searching 
and mapping of rock outcrops, sampling 
and “panning” carried out by individual 
prospectors. The early Canadian pros- 
pectors followed uncharted trails, for the 
most part the streams and lakes that are 
characteristic of the Canadian Shield. 
Today, much of the favourable territory 
has been mapped and good maps and 
aerial photographs are obtainable. The 
mines departments of both the Federal 
and Provincial Governments maintain 
geological surveys mapping and corre- 
lating geological information gathered by 
their field parties and from information 
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secured from mining and exploration 
companies. 


Financing the Exploration 


Early prospectors often financed them- 
selves by securing ‘‘grubstakes’”’. A spec- 
ulator or a mining interest frequently un- 
dertook to grubstake a prospecting party 
for one or more seasons in the field re- 
ceiving in return an interest in any dis- 
covery made during the term of the 
agreement. Sometimes more than one 
party contributed to the grubstake and 
from this the prospecting syndicate de- 
veloped. Mounting costs of maintaining 
prospecting, parties led to increased use 
of this method of grubstaking, specula- 
tors finding it desirable to spread their 
bets by investing small sums in several 
syndicates instead of risking all on a 
single party. This practice was extended 
during the 1930's to such an extent that 
some of the Provinces brought in legis- 
lation providing for special limited incor- 
porations at low cost to assist this method 
of financing search. Exploration com- 
panies have been organized as a means 
of providing speculative capital on a 
more permanent basis. Some of these 
have been new incorporations; others are 
mining companies that, having exhausted 
their ore bodies, have turned their cap- 
ital and experience to the search for min- 
erals, some with outstanding success. 
There has been and is considerable public 
interest through the stock market in the 
exploration companies, but grubstake fi- 
nancing is largely recruited from private 
speculators interested in the industry, the 
exploration funds of operating companies 
and the exploration companies. 


Special Explorations 


Mention should be made of a more 
specialized method of exploration fre- 
quently adopted to explore undeveloped 
hinterlands and other exploration requir- 
ing expensive initial preparation as in 
the search for oil. A concession to pros- 
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pect a tract of territory is secured from 
the Government having jurisdiction. 
Sometimes a separate company is incorp- 
orated to carry out the venture. Capital 
is provided and one or more parties 
equipped and sent out during the term 
of the concession for the purpose of de- 
limiting the area in which the search for 
mines is most likely to succeed. Follow- 
ing this general reconnaissance, favour- 
able areas are subject to more intensive 
search. Concessions of this nature gen- 
erally carry provision for a minimum an- 
nual expenditure and the ultimate acqui- 
sition of only a portion of the area 
granted after a reasonable period in 
which to reconnoiter the area and make 
selection. The Government in question 
may also require filing with it reports on 
the work done in the area. Examples 
of this type of exploration are found in 
Labrador where the iron developments 
are currently occupying the news, and in 
the Alberta oil fields. Requiring large 
amounts of capital, such ventures are, as 
a rule, undertaken by established explora- 
tion, mining and oil companies, singly, 
or in groups who, as well as providing 
the capital, can provide the experienced 
direction and the technical personnel re- 
quired. 

In a sense it is true to say that the 
“easy to find” mines have been found, 
since presumably the easily discovered 
deposits in populous areas are usually dis- 
covered first. Today, thanks to the aero- 
plane, even the remote areas are being 
subjected to fairly close investigation. 
Much of the favourable rock is overlain 
by drift and topsoil, often heavily wood- 
ed or buried in moss and muskeg, but 
even where bed rock is exposed, min- 
eralization may not reach the surface. 
The minefinder must try to “see” into 
the earth to discover its secrets. With 
the development of geological knowledge 
have also come scientific and mechanical 
developments to assist. The most com- 
mon is, of course, the core drill (e.g. 
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Mr. C. R. Elliott, C.A., was ad- 
mitted to the Ontario Institute in 
1934 and shortly thereafter was 
appointed assistant  secretary- 
treasurer of Connell Mining and 
Exploration Company and its as- 
sociated companies. He is now 
treasurer of Central Patricia Gold 
Mines Ltd., Conwest Exploration 
Co., United Keno Hill Mines 
Ltd., and a number of other com- 
panies associated with these. 





diamond drill) by which samples of the 
rock at depth can be obtained. Formerly, 
such information could only be gained 
by shafts, tunnels, and other underground 
workings. The bulldozer is finding fa- 
vour for removing overburden to expose 
the underlying rocks. Development of 
magnetic and _ electrical instruments 
which, by measuring differences in the 
magnetic qualities and electrical resist- 
ance, outline rock structure and mineral- 
ized zones and help to limit the areas to 
be tested. The geiger counter is now 
common equipment required for the de- 
tection of radioactive minerals (uran- 
ium). Use of seismic instruments by the 
oil companies in exploration has been 
developed to a high degree. 


The Element of Chance 


While success in minefinding requires 
hard work, persistence and determination 
and the intelligent application of all 
available information and aids, the ele- 
ment of chance is ever present. The 
following extracts from a recently pub- 
lished history of a gold mine illustrate 
both the incidence of chance and the de- 
termined search:— 


Prospecting in the...... district be- 
gan in 1926. In 1927..... a prospect- 
ing group..... ee (two men) 


x arate to stake the chalcocite. These men 
walked in (from the railroad), an airline 


distance of 90 miles ..... staked 18 
claims). 5.5.5 trenches were noted show- 
ing well oxidized mineral ..... (Exam- 
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ined) on a 30 day examining option from 


the syndicate ..... the chalcocite vein 
a of no importance and the 
iron showing did not resemble the quartz- 
copper sample..... seen in Haileybury. 


The crew doing further trenching on the 
iron formation ..... cut a mineralized 
zone which panned well. 

It is illustrative of the hazards of the 
business that the “‘quartz-copper” sample 
referred to was an important factor in the 
finding of this mine, although, in fact, 
it had come from an entirely different 
area where no mine has yet been develop- 
ed. Staked as a copper mine in 1927 and 
discovered to be a gold mine in 1928 
following a lead from old trenching done 
by earlier prospectors (probably in 1926 
and not staked at that time because their 
best assay was only $3 in gold per ton) 
this mine commenced production in 1934 
and up to December 31, 1949 produced 
575,000 ounces of gold and paid $4, 
575,000 in dividends. Other examples 
could be cited of the discovery of sub- 
sequently proven ore being delayed be- 
cause the earlier searcher stopped just 
short of discovery. 


Accounting 
for an Exploration Company 

Accounting for the prospecting syndi- 
cate or exploration company is simple. 
In general, transactions are recorded on 
a cash basis, any accrued liabilities being 
set up at a statement date by journal en- 
try so that the books of account can be 
simply a general ledger, a cash book and 
a general journal. However, a “pros- 
pecting ledger” to record details of ex- 
penditure and a “mining claims record” 
to record any properties acquired are fre- 
quently used when the operations are on 
sufficient scale to warrant these subsidi- 
ary records. An “agreement register” 


and “diary” may also be kept as separate 
records, but the functions of these may 
also be conveniently incorporated in the 
“claims” record. 


The ‘“‘cash” method 
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for recording transactions, falling as it 
does into the pattern of the company’s 
activities, is convenient. Accounts and 
vouchers payable at any time are not 
numerous, much of the expenditure be- 
ing made in cash in the field. 


Balance Sheet 
of an Exploration Company 


Exhibit 1 (see p. 257), a pro forma 
balance sheet of a typical exploration 
company, is idealized for the purpose of 
illustration. Actual company statements 
frequently show additional items because, 
like most business, the exploration com- 
pany picks up along the way its quota 
of extraneous transactions which do not 
bear directly on its main business. 


The cash, receivables, and payables re- 
quire no special mention except to ob- 
serve that receivables and current ac- 
counts payable are usually not large. The 
“investment” and “exploration” sections 
of the balance sheet are the significant 
part of the picture. 


The “investment” section will be con- 
sidered here in two parts. The plant 
and equipment of the exploration com- 
pany are relatively small, consisting prob- 
ably of camp equipment, canoes and out- 
boards, technical instruments such as 
magnetometers, compasses, etc., and 
small tools, unless, of course, the com- 
pany also owns aircraft, which has as 
yet not become popular, companies pre- 
ferring to utilize established transporta- 
tion facilities. Consequently, until it has 
been absorbed in exploration expendi- 
ture, the company’s capital is maintained 
in a liquid form and cash not immedi- 
ately required is invested in ‘marketable 
securities”. ‘This, with the cash accounts 
and less bank borrowings if any, is the 
working fund. Probably, because the 
executive officers are familiar with the 
operations behind tne securities of min- 
ing companies, the fund will frequently 
be found invested in the shares of min- 
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EXPLORATION COMPANY LIMITED 


BALANCE SHEET 
As at 31 Dec 1949 


ASSETS 
NN ccc i te ar ah, ata seis err carats $ 50,000 
OIRO MINN Ne De srt dete eae ddy 3,000 
Cash funds held by employees in field ................:.::cccccccsseeseeeseeeeeneees 2,500 
Marketable securities at cost (quoted market value $265,000) ........ 244,500 $ 300,000 


Interest in mining companies and mining properties at cost less 
amounts written off: 
Shares in mining companies (quoted market value $10,000,000) $2,000,000 
Shares in wholly owned subsidiary companies ................0:000008 500,000 
Advances to subsidiary companies ................csccsccsccesesseeseeseeeneeeees 1,500,000 
Mining claims and expenditures thereon carried forward ............ 200,000 4,200,000 


Exploration and office equipment at COSt ................:cc:ccesccsceeeseeeeeeeeeeens $ 25,000 
a NI hick oe Sen ee sah ole cc ck shi ocs ice reastacraveles 10,000 15,000 


$4,515,000 


MUMSMUNUER MINS IN QECECIES CHIME RIES ooo 55s ices cso pte Sanctions psn nca si tnsseaivn dons cctaseaceees $ 2,000 
Amount payable under terms of contract to purchase claims .................::cccceeeseeereees 13,000 
eT NT NN ge oso ahaa nis ds epaslenhodisndaTaahes so SeickinsveosuTuase¥eisioans 200,000 
Capital: 

Authorized 3,000,000 shares of no par value 

Whereof issued fully paid 500,000 shares for properties, 

mining claims and options to purchase mining claims and 

2,500,000 shares for cash consideration. 

ch a EL aio cash Nada as eavceresstaieeas $4,000,000 
Balance at credit earned surplus consisting of 

Balance at credit of exploration account .................... $ 250,000 

being excess of realization on sale, 

disposal or abandonment of securities and 

interests in mining properties and com- 

panies over expenditure and provision for 

contingencies 

Balance at credit income account ...................::0000 50,000 300,000 4,300,000 


$4,515,000 
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ing companies. Sometimes, however, a 
“cushion” of cash or high grade bonds 
is held to keep funds for immediate 
needs sufficiently liquid, others utilize 
bank credits secured by the shares of min- 
ing companies which are held until stock 
market conditions permit favourable 
liquidation. When shown under this 
heading there should be included only 
reasonably marketable securities and the 
aggregate market value should be shown. 


“Mining Claims and Expenditures 
Thereon” 

The designation “interest in mining 
companies and mining properties” is the 
real capital investment of the company 
and comprises the assets from which the 
company hopes to derive its income. Con- 
sidering the industry as a unit, the se- 
quence of acquisition, as indicated in the 
foregoing outline, is reconnaissance, pros- 
pecting, discovery, development and fin- 
ally the operating mine. The expendi- 
ture covering the first part of this se- 
quence carried out by the exploration 
company up to discovery and the early 
stages of development constitutes the 
charges to “mining claims and expendi- 
tures thereon”. Under the mining laws 
of the Provinces and of the Territories a 
licensed prospector may stake a limited 
number of mining claims each year. The 
size of a claim varies, being 40 acres in 
Ontario, 25 acres in Manitoba and so on, 
and the regulations and methods of stak- 
ing also vary. Reference should be 
made to the appropriate Acts and regu- 
lations for details, but in general the 
principle is the same, permitting licensed 
prospectors to stake mineral claims and 
eventually prove title to the minerals 
staked by Crown grant or lease after per- 
formance of the specified assessment 
work on the claims over a period, usually 
five years. 

All the expenditure which leads to 
location, staking and assessment work 
to acquire title is regarded as the capital 





cost of the mineral claims. It may hap- 
pen that the company may acquire 
through its prospectors a large number 
of contiguous claims which are regarded 
as a single group, but after prospecting, 
retain only a few of the more favourably 
located to carry, to patent or lease. The 
entire expenditure would, however, be 
regarded as the cost of the claims retain- 
ed and charged against the group. In 
addition, considerable exploration and de- 
velopment work beyond the requirements 
of assessment work may be carried out 
and the cost of this is also charged 
against the claims. However, the explor- 
ation company seldom relies on its pros- 
pectors alone to secure favourable prop- 
erties for exploration and it is common 
practice to purchase claims. 

Outright purchase of mining claims for 
cash consideration is sometimes encoun- 
tered, but the more popular method is 
the option to purchase which gives the 
optionee, for a cash consideration follow- 
ed by subsequent payments over several 
months or a year or more, the right, 
while the option is in good standing, to 
prospect, develop and mine on the claims. 
To exercise the option in full, the op- 
tionee may be required to incorporate a 
mining company by a specified date, the 
mining company to acquire the claims, 
paying such consideration as may be 
agreed including shares in its mining 
company, of which a part will be issued 
to the original vendors, the exploration 
company taking the remainder of the 
consideration to repay it for the cash 
payments and for the cost of the work 
it has done. Until such time as the op- 
tion is exercised in full, all expenditures 
thereon, including option payments, are 
charged to mining claims and expendi- 
ture thereon. 


Disposal of Claims 
Eventually the mining claims, whether 


acquired by staking, purchase or held 
under option to purchase, will be dis- 


See S 
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posed of by abandonment, sale to others, 
transfer to a mining company or develop- 
ed into an operating mine by the explor- 
ation company without separate incorpor- 
ation. The last disposition is not com- 
mon practice and will not be considered 
here. Where only part of a group of 
claims is abandoned the charges against 
the group are deemed to apply to the 
remaining claims in the group as noted 
above, but when an entire group of 
claims is abandoned or an option to pur- 
chase claims is dropped, the expenditure 
becomes a loss and is written off to ex- 
ploration account, less any salvage that 
may be realized. The claims may be 
sold or the option to purchase claims as- 
signed to other parties, in which case 
the consideration may be cash, cash and 
securities issued by the purchaser, or by 
a company incorporated by the purchaser, 
or there may only be such securities giv- 
en as consideration (usually common 
shares of a mining company). The pro- 
ceeds so realized in cash are credited to 
the cost of the claim group in question 
and the remaining debit is transferred, 
if shares are received, to shares in min- 
ing companies as cost of the shares so 
received. If, however, the cash received 
exceeds the cost, the resulting credit is 
transferred to exploration account, repre- 
senting a realized profit on the deal, the 
shares received being brought on the 
books at a nominal amount for record 
purposes. 


Sometimes the practice is followed 
of valuing such shares upon receipt 
and recording them in the accounts 
at that value, the resulting credit being 
use to increase the credit transferred to 
exploration account. This practice is 
open to criticism on the grounds that a 
profit has not been realized and it prob- 
ably originated to comply with a conven- 
tion of the Taxation Division which per- 
mitted valuation of such securities to de- 
termine taxable profits, any profit or loss 


realized on the sale of such securities 
thereafter being deemed capital realiza- 
tion. However, in 1941 the Minister of 
National Revenue ruled that profits or 
losses realized by bona fide prospectors 
(including corporations) from the sale 
of claims or shares in mining companies 
received for claims were capital and did 
not constitute income within the terms 
of the Act. 


Transfers to a Mining Company 


The most important disposition of 
mining claims is the transfer of the 
claims to a mining company incorpor- 
ated for the purpose of developing and 
mining the mineral deposit. In general, 
the consideration for such transfer is the 
initial issue of the mining company’s 
shares, though cash may also be involved. 
The accounting treatment is the same as 
that outlined above for sale to others. 
However, the consideration may also in- 
clude the granting to the exploration 
company by the mining company options 
to purchase shares of the latter to pro- 
vide the necessary money to bring the 
mine to production, thus following 
through the corporate structure the actual 
development of the mine. The exercise 
of such options results in the acquisition 
of additional shares of the mining com- 
pany and the cost of such shares is 
charged directly to ‘‘shares in mining 
companies”. Sometimes the exploration 
company may first secure an interest in 
the mining property through options to 
purchase shares in the mining company 
owning the claims. In principle this is 
no departure from the general policy of 
seeking and developing mines, but indi- 
cates only that the particular exploration 
company has come into the picture at a 
later phase than in the case of options to 
purchase claims or the acquisition of 
claims by staking. However, this type 
of transaction should not be confused 
with a similar arrangement by the min- 
ing company to sell shares and grant op- 
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tions on its capital stock to promoters, 
stock brokers or others who carry on the 
business of distribution of stock to the 
public. When the exploration company 
finances a mining company it usually ac- 
quires, as part of the agreement, the man- 
agement of the company during the cur- 
rency of the agreement. 
Financing the Mining Company 

It is obvious that a company cannot 
continue to lay out money for explora- 
tion and the acquisition of properties and 
shares from its treasury indefinitely. 
Where it has an income from producing 
mines it may carry on quite successfully 
without other financing, but lacking this 
the company must either raise new cap- 
ital through sale of its securities or liqui- 
date a part of its holdings. Both prac- 
tices are followed. If new capital is in- 
troduced, the effect is to dilute the in- 
terest of existing shareholders. (It is 
true that the introduction of cash should 
offset the diluting effect, but shares must 
be sold at what the market will bear 
which may discount heavily the potenti- 
alities of the company’s holdings). To 
offset this, rights to subscribe may be is- 
sued to shareholders to enable them, if 
they so choose, to retain their relative 
equity in the company. No special ac- 
counting treatment is required except to 
note in the balance sheet the number of 
shares that are subject to the right to sub- 
scribe, the price at which the rights may 
be exercised and the date the rights ex- 
pire. 

As work proceeds on a mining prop- 
erty public interest may be generated by 
the prospect of mine-making possibilities 
so that a ready market develops for the 
shares of the mining company. The ex- 
ploration company may take advantage of 
this market to replenish its cash position. 
It may sell all its “free’’ stock, relying on 
its options to purchase shares to retain an 
interest in the mine, or it may only sell 
its holdings down to a defined percent- 
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tage interest in the company, or the hold- 
ing may be a minority one which the 
company may liquidate entirely to secure 
its cash equivalent for use in other ven- 
tures it believes will be more profitable. 
It may be that the company, having held 
the shares until the mine is established, 
may decide that the realizable capital 
value in the market may be of more ad- 
vantage as cash than the shares as a rev- 
enue source. Whatever the, reason for 
selling, the proceeds are capital realiza- 
tion to the company and any excess over 
cost should be considered capital appreci- 
ation and transferred to the credit of ex- 
ploration account. Likewise any loss is 
charged to that account. 


As already mentioned, the search for 
mines is a hazardous undertaking and the 
outcome of a venture may not be deter- 
mined until after expenditure of im- 
portant amounts. Mines have been 
found in ground that has previously been 
abandoned and for this reason the ac- 
countant should hesitate to write off min- 
ing properties until they are actual- 
ly abandoned by the company, even when 
he holds grave doubts regarding their 
value. He may quite properly provide 
a reserve to absorb any loss that may de- 
velop, and a “reserve for contingencies” 
or “reserve for mining ventures” is 
sometimes provided against the outcome 
of ventures underway. In my opinion, 
interest in such a reserve is more aca- 
demic than practical. It simply labels a 
part of capital and surplus as being at 
risk in a business where capital and sur- 
plus are constantly being risked in high- 
ly speculative ventures. 


Statement of Earned Surplus 
of an Exploration Company 


Exhibit 2 (see p. 261) sets out a state- 
ment of earned surplus for an explora- 
tion company. It will be noted that in 
this example exploration account and in- 
come account are segregated. Published 
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EXPLORATION COMPANY LIMITED 
STATEMENT OF EARNED SURPLUS 
EXPLORATION ACCOUNT 


Balance at debit December 31, 1948 .00.......0...ccccccccceee. 
Excess of realization from sale, disposal or 
abandonment of securities and interests in 
mining properties and companies over 


direct expenditures thereon ...................00:.0:0c0cees 
Less Indirect Expenses :— 
BI DOES sss sci sesee ee ile aataricans ese aie ae 1,000 
I sae Nese Gilles se etnss vat veeadancaincancats 25,000 
General and administrative expenses ...................... ‘ 40,000 
MN ce yee ys akc cit ot cas oye eta tG Seve ns LORE : 5,000 
Depreciation ............ fiestas gastibecicisnaesica ieee 2,500 
$ 73,500 
Less allocated to income account ....................00:00000 10,000 
OIE eres ie FS I oasis raricdesesennsenese 
INCOME ACCOUNT 
Balance at credit December 31; 1948 <......0.........ccccccccccccsssseccssecssseeee 
Dividends and interest received from:— 
Marketable securities .............0...ccccccccccccceseeeecceeeeetseenes $ 12,500 
Shares in mining companies ....................0..::c:ceee 500,000 
Interest on advances to subsidiary companies ............ 52,700 
$ 565,200 
Less portion general and administrative expenses ...... 10,000 
Dees GEN ON: SRE his nn cee 15,200 


Dividends paid to shareholders during year ....................:ccccccseecees ; 


AME ae ORE 31 TS TD sivas dinksitisesss ees end a ich 


Exhibit 2 


$ 438,500 


63,500 


$ 110,000 


540,000 


$ 650,000 


600,000 
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375,000 


$ 250,000 


50,000 


$ 300,000 
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accounts frequently combine the two in 
one profit and loss account. In my view 
the shareholder should know from year 
to year the results of exploration activi- 
ties and the manner in which the income 
of the company from its holdings has 
been appropriated. It will be argued 
that the profits and losses realized on 
sales of mining properties and stocks are 
the results of carrying on the business of 
mining exploration and as such form part 
of the revenue account of the company. 
This view is acceptable only to the extent 
that a company is carrying on a business 
of trading in mining properties and 
securities, but cannot be so regarded 
when applied to the activities of an ex- 
ploration company where the prime ob- 
jective is the seeking and development 
of mines, and where the hope of the 
shareholders for regular dividends rests 
on the ability of the company to secure 
revenue from such mines. In the mean- 
time, the transactions in exploration ac- 
count are in the nature of capital adjust- 
ments, offsetting the loss on unsuccessful 
ventures against realization of capital ap- 
preciation on others that have been dis- 
posed of in whole or in part and will 
fluctuate widely from time to time. 
It can be seen that in Exhibit 2 the il- 
lustrative figures in the exploration ac- 
count show that in the year under review 
the realizations converted the balance 
from a debit to a credit. Expenditure in 
the following year on a single venture 
that was a failure could easily absorb 
this credit. Such expenditures are in the 
“controllable” category, being dictated by 
the policy of the management and its 
opinion of the merits of each project. 
On the other hand, the income account 
reflects the earnings of the company’s 
holdings which in turn will, to a large 
extent, dictate the company’s dividend 
policy. Attention is directed to the ad- 
ministrative expenses which are written 
off currently and allocated between ex- 
ploration account and income. As these 
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illustrations are intended to depict an ex- 
ploration company that qualifies under 
the definition of a “bona fide prospector” 
for income tax purposes referred to 
above, there is no income tax payable 
with respect to the exploration account 
transactions and, of course, in the income 
account only interest earned and divi- 
dends from non-Canadian companies 
would be subject to tax. 


Relationship of Exploration 
and Mining Companies 

Reference has been made to the min- 
ing company as distinct from the explor- 
ation company. The operations of the 
two frequently intermingle, the explor- 
atign company sometimes expanding into 
actual mining operations, while most of 
the producing mining companies main- 
tain exploration departments seeking to 
extend their existence beyond the life of 
their presently known mines. 


In the foregoing paragraphs reference 
has been made to the incorporation of a 
mining company to own and develop a 
group of mineral claims. In practice it 
frequently happens that an underlying 
agreement with the original vendor of 
the mining claims may require the incor- 
poration of a company to acquire the 
claims by a given date, with the result 
that the mining company frequently 
comes into being before the existence of 
an orebody has been proven. However, 
there is generally a discovery or some 
good reason for suspecting the existence 
of a mine on the property before the ex- 
pense of incorporating a mining company 
is incurred or the complexity of owner- 
ship may warrant incorporation in order 
to make feasible the exploration and de- 
velopment of the property. In Ontario, 
as in most of the Provinces, provision is 
made in the Companies Act for the issue 
of shares of mining companies having a 
par value at a discount (e.g. Ontario 
Companies Act, Part XI). If the incor- 
poration is under the Dominion Com- 
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panies Act no par shares are used. Auth- 
orized capital varies, but the 3,000,000 
share company is popular. Having been 
incorporated, the new company enters 
into an agreement to purchase the min- 
ing property. The terms of such agree- 
ments vary widely and are often governed 
by underlying agreements between the 
exploration company and the original 
vendors. However, the following outline 
of a typical agreement will illustrate the 
basic features :— 

The exploration company agrees to sell 
and the mining company (having an au- 
thorized capital of 3,000,000 shares all un- 
issued except 5 “incorporators’” shares) 
agrees to buy the mining property for con- 
sideration consisting of $100,000, to be 
satisfied by the issue of 1,000,000 shares of 
its capital stock as fully paid and non- 
assessable (referred to as vendors’ shares) 
and the giving of options to purchase 1,- 
500,000 shares of the capital stock of the 
company as follows: 

250,000 shares at 10c per share to be 
subscribed and paid for within 30 
days 

250,000 shares at 15c per share to be 
subscribed and paid for within 90 
days 

250,000 shares at 40c per share to be 
subscribed and paid for within 180 
days 

250,000 shares at 75c per share to be 
subscribed and paid for within one 
year 

250,000 shares at $1.00 per share to be 
subscribed and paid for within 18 
months 

250,000 shares at $1.50 per share to be 
subscribed and paid for within two 
years. 


Various Agreements 


The agreement will usually require that 
failure to exercise any option within the 
time stipulated will void the subsequent 
options. It will be seen that if exercised 
in full these options would provide a 
total of $975,000 in cash and leave 499,- 
995 shares in the treasury for any neces- 
sary financing in the future. The ar- 


rangement of the options would be de- 
signed so that if fully exercised they 
would produce the amount of cash likely 
to be needed to bring the property to pro- 
duction and, if required, construct a mill, 
and the timing of the progressive expir- 
ation of the options would be based on 
probable need for funds as work pro- 
gressed. Quite often all the shares re- 
maining in the treasury are made sub- 
ject to option to the financing organiza- 
tion, but it is considered good practice to 
keep some shares available for additional 
financing without reorganization if ad- 
ditional funds are required. 


The various security Acts of the Pro- 
vinces require registration of companies 
selling shares to the public and the regu- 
lations usually require the escrowing of 
the shares issued to vendors. Release 
from escrow is usually in proportion to 
the amount of stock taken down for cash. 
Also, the financing organization, if it 
contemplates distributing stock to the 
public, may stipulate the escrowing of 
shares issued to vendors to ensure they 
will not have to compete with such stock 
in the market. When the financing is 
not provided by the vendor, the agree- 
ment cited above would become two 
agreements, one covering the sale of the 
claims to the mining company and a 
second agreement between the promoter 
and the mining company. This would 
grant options on much the same basis ex- 
cept that the promoter would make a firm 
commitment to purchase for cash a part 
of the shares and, in consideration of 
such undertaking, receive options to pur- 
chase the remainder of the shares as set 
out. Various arrangements may be dealt 
with in these agreements including pro- 
visions regarding management and rep- 
resentation on the board of directors. 
Providing for the acquisition of the prop- 
erty, the finances and the management, 
these agreements are the foundation of 
the new company and with the by-laws 
and minutes provide the starting point 
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for the accounts. If the agreement speci- 
fies the money value that the issue of 
vendors’ shares represents, no particular 
problem is presented in recording the cost 
of the claims. If the shares have a par 
value, then the difference between the 
money amount and the par value is 
debited to “discount on capital stock”. 
If the shares have no par value, then they 
should be allotted and issued fully paid 
at a price equivalent to the money's 
worth indicated in the agreement. 


The Role of the Accountant 


Deals are made by men thinking in 
terms of shares and the indentures are 
drafted by, lawyers concerned with re- 
ducing the agreements to exact language. 
Consequently, the accountant is frequent- 
ly faced with recording the cost of the 
claims defined only in terms of shares, 
the value of which for the moment 
may be somewhat nebulous in char- 
acter. He should, if possible, arrange 
for the directors by resolution to 
determine the valuation to be used; 
indeed, they must do this in the case 
of no par value stock when allotting 
the shares. In the case of par value stock, 
lacking such direction, the practice of 
bringing the claims on the books at the 
par value of the shares is permissible. 
An alternative method is to value the 
shares at the price of the first substan- 
tial issue for cash, treating the difference 
as discount on shares, the theory being 
that the first sale of the shares fixes the 
value of the property at that moment in 
terms of cash. The matter may be de- 
bated endlessly without reaching a con- 
clusion. 

Unlike coal mines and other “bed- 
ded” deposits where the size and life 
of the deposit can be determined with- 
in reasonable limits, the life of a ‘hard 
rock”’ metal mine cannot be precisely de- 
termined in advance. Instead, the com- 


pany reports its ore reserves in terms of 
broken, developed and probable ore, the 
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condition of the mine being indicated by 
the number of years’ ore in sight for a 
given rate of extraction, and it is under- 
stood that these reserves represent only 
ore that development work has indicated 
as probably in place without limiting the 
possibility of future developments. The 
value at which the properties are shown 
on the books has no relation to its 
real value and as the life of the mine at 
any time is an unknown factor and since 
mining companies may pay dividends 
without regard to impairment of capital 
the practice of recording depletion in the 
accounts is seldom followed by a metal- 
liferous mine. Under various Canadian 
tax laws percentage depletion allowance 
or something equivalent that is not based 
on the recorded value of the property is 
used in determining tax liability so that, 
at present, the taxation question does not 
affect the matter. 


The Balance Sheet 
of a Mining Company 

Exhibit 3 (see p. 265) illustrates how 
a mining company’s balance sheet might 
appear shortly after being organized and 
before commencing to operate, while 
Exhibit 4 (see p. 266) illustrates how 
the same company’s balance sheet might 
look two years later when, its plant all 
installed, development work has been 
carried to the point where production is 
about to begin and with its entire capital 
issued. The cost of plant and equip- 
ment and the preproduction expenditures 
will be written off as depreciation in sub- 
sequent statements of operation, being 
part of the cost of extracting the ore and 
recovering the contained metal. The 
amounts recorded under mining proper- 
ties will remain on the books until the 
mine is exhausted and as a measure of 
the value of the property is not more 
significant than the discount on capital 
stock. The two together merely balance 
the books between the amount of money 
or assets (other than mining properties) 
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paid in and the par or book value of the 
capital stock, the important factor being 
the number of shares or proportion of 
the shares of capital stock issued for the 
properties and the proportion sold for 
cash, for in these proportions will the 
profits realized be paid out. The orig- 
inal risk should yield a proportionately 
higher return on the money invested than 
that realized by the capital introduced 
after the risk has been reduced by ex- 
penditure of the first money. 

Other accounting problems of the 
mining company up to the. start of pro- 
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duction are relatively simple, consisting 
principally of recording expenditure dis- 
tinguished between plant and equipment, 
mine exploration and development, and 
general and administrative expenses, the 
latter two classifications being carried 
forward as a deferred charge under the 
general heading of preproduction ex- 
penses. A suitable analysis c. the ele- 
ments of these accounts should be main- 
tained as they will later come under the 
close scrutiny of taxing authorities to de- 
termine permissible deductions for tax 


purposes. 





MINING COMPANY LIMITED 
(No Personal Liability) 
(Incorporated under The Ontario Companies Act) 


BALANCE SHEET 
As at 31 Dec 1947 
ASSETS 


NANDA VIN scsi sacs Shanti cts deca pia ccvaasdeiaaeneiees 


$ = 7,505 


Mining properties for which were issued 1,000,000 shares of capital stock at 


es NT I nos occcca csc ganss va poop Use sicunsieastcnayen 


Organization expenses 
*Discount on capital stock 


100,000 
2,500 
990,000 


$1,100,005 


LIABILITIES 


Capital 


Authorized 3,000,000 shares of $1 each whereof issued 


1,000,000 shares 
100,005 shares 


For properties 
For cash 


Note—Options are outstanding on: 


$1,000,000 
100,005 $1,100,005 


150,000 shares at 10c per share 
250,000 shares at 15c per share 
250,000 shares at 40c per share 
250,000 shares at 75c per share 
250,000 shares at $1.00 per share 
250,000 shares at $1.50 per share 


1,400,000 shares 


$1,100,005 


* Some companies deduct discount on capital stock from the par value of the issued shares 


and extend the net amount only. 


Exhibit 3 
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MINING COMPANY LIMITED 
(No Personal Liability) 
(Incorporated under The Ontario Companies Act) 


BALANCE SHEET 
As at 31 Dec 1949 


ASSETS 
I eS er ta a ekg apse ius $ 197,500 
Mining properties for which were issued 1,000,000 shares of capital stock at 
PUNE MN ase cco su seas aya desu tace'es boadness sauvoxe¥ dvasave¥pun¥e6eustelesesevesteoiicns 100,000 
OEE SE SOND 2 ooo rpc ovat che suecisiousbaccaupacoossasonbessesevscvinteacdecsesnsaves cl ; 1,150,000 
aN ER ce Gear SASL sass aap snavdebicse sacs bossaseuavsesictatecossteened 800,000 
NN NRE 0 o e852. <2 sa bik cea pa pnacvovucyoonsseetsousdh festuvee spssihe concde tiseseienavec 2,500 
aN UNO SMI EN csc cacee as Seses Tat essay Soca e act nesalca ea ded decane sdensacanss ee es 925,000 
$3,175,000 
LIABILITIES 
PASarepeRnt MIRO IONG RING DOCRTIOTE KRNBEIIES 5.5.5 css sds esses csssdeve cs catscsseascoscssssecusessessdsserse $ 175,000 
Capital 
Authorized 3,000,000 shares of $1 each whereof issued 
Bor qraperties: 2000000 SALES. .5:......c....0escesccssscescesessssasesesccns $1,000,000 
For cash PRI NOES 58 boii cit, cs Biss vectacenishstes 2,000,000 3,000,000 


$3,175,000 


* Ie will be noted by comparison with Exhibit 3 that this is a net figure after deducting the 
premium realized on the sale of 749,995 shares at more than par. 


Exhibit 4 
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The Mining Company 
Balance Sheet 


By Lancelot J. Smith, F.C.A. 


What information should be disclosed in the balance 
sheets of development companies and producing companies? 





T IS the job of the chartered account- 
ant who accepts the responsibility of 
shareholders’ auditor to see that the fin- 
ancial operations of the mine are record- 
ed in such a way that the shareholder 
will be properly informed. 

The objectives of an examination of 
the balance sheet of a mining company 
necessarily will differ according to wheth- 
er or not the company has reached the 
stage of profitable production. For this 
reason, I shall deal first with develop- 
ment companies and then with produc- 
ing companies. 


1. Development Companies 


The first objective of the examination 
of the balance sheet of a company in the 
development stage is to determine its 
working capital. Is the company ade- 
quately financed to bring the company 
into production, and, if not, what means 
has it at its disposal to raise the neces- 
sary capital? 

Lacking the training of an accountant, 
one might conclude that at least the dif- 
ference between the current assets and 
the current liabilities is the amount 
which will be available to meet the ex- 


penditure required for further develop- 
ment, increasing stock of supplies and 
plant construction. An examination of 
the current assets, however, will show 
that certain adjustments must be made. 
Temporary investments in government 
bonds or other marketable securities will 
likely be included at cost which may be 
much more or less than the market value, 
usually indicated in an explanatory note. 
Furthermore, current assets may include 
inventories of mine supplies. It is de- 
sirable to exclude supplies on hand from 
current assets since amounts already ex- 
pended for supplies are not available for 
spending for other purposes. Very often 
loans or advances to other companies or 
individuals are included as current assets. 
If so, what chance has the company of 
securing repayment in time to meet its 
own requirements ? 


The balance sheet will not show the 
amount the company expects to expend 
for development and other preproduction 
expenses, plant construction, equipment, 
supplies, etc., from the balance sheet date 
until the time when the mine gets into 
production and is able to finance out of 
operating revenues. This information 


An address delivered to the 18th annual convention of the Prospectors and Developers 


Association on March 6, 1950 
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may be included in the manager’s report. 
If not, the shareholders are certainly 
privileged to ask for it at the annual 
meeting. 

Now, how do the resources of the 
company compare with these anticipated 
expenditures? Are they sufficient to 
meet all needs with a margin to provide 
a reasonable amount of operating work- 
ing capital? If not, how can the com- 
pany secure the necessary capital ? 


Finance Capital Available 


On the liabilities side of the balance 
sheet is recorded the capital stock posi- 
tion of the company. The difference be- 
tween the number of shares authorized 
and the number issued is available for 
raising further capital, but not neces- 
sarily at or about the current market 
prices — particularly if all or any part 
of the unissued shares are under option. 
The number of shares under option and 
the option price should be disclosed eith- 
er in the balance sheet itself or in a foot- 
note to the balance sheet. Some indica- 
tion should also be given as to when the 
option must be exercised to remain in 
good standing. If there are insufficient 
unissued shares to raise the capital re- 
quired, it may be necessary to increase 
the authorized capital or otherwise re- 
organize the company. Any such opera- 
tion will tend to decrease the proportion- 
ate equity of the present shareholders and 
it follows that the profits resulting from 
the venture will be divided among the 
holders of a greater number of shares. 


Canadian banks have assisted in finan- 
cing mines in the near production stage, 
but only where there was little or no 
risk. In most cases capital requirements 
must be met from the issue of new shares 
or from loans from sponsoring compan- 
ies. 

It is considered good practice for min- 
ing companies to show the number of 
shares issued for properties and the is- 
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sued value of these shares separately from 
the number of shares issued for cash and 
the amount realized therefrom. This 
division permits the determination of the 
extent to which the shareholders have in- 
vested cash in the company and the aver- 
age price paid for the shares. 


It is also desirable to disclose, in the 
descriptive wording appearing on the as- 
sets side of the balance sheet against 
“mining claims” or “mining properties’, 
the extent to which the cost was paid in 
cash and the extent to which it was satis- 
fied by the issue of shares. 


Another objective of an examination 
of the balance sheet of a development 
company is to determine whether or nui 
the company appears to have good man- 
agement. Included in the assets of the 
company is an item entitled “deferred 
development and administrative expendi- 
tures”, “expenditures incurred prior to 
production”, or some similar caption. It 
is the general practice to provide a de- 
tailed statement of development and 
other preproduction expenditures. An 
examination of this statement should 
show if the company is being econom- 
ically managed or whether the resources 
of the company are being exhausted with 
excessive management fees, executive 
salaries, head office expenses or other ad- 
ministrative expenses. How do these ex- 
penditures compare with the amounts ex- 
pended during the year for direct de- 
velopment and exploration expenses and 
additions to buildings and equipment? 
Such a comparison might be both inter- 
esting and revealing. 


2. Producing Companies 


The balance sheet of a producing Can- 
adian mining company, particularly if it 
is a gold mine, differs from that of al- 
most ‘any other type of company in that 
it seldom takes into account the most 
important of the assets which it possesses 
— namely, its raw material (blocked out 
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or developed ore) and its work-in-pro- 
gress (broken ore, mill solutions, etc.) 

Usually included in the assets of a 
gold mine is an item, bullion on hand 
and in transit. Bullion in transit rep- 
resents bars shipped to the mint prior 
to the balance sheet date valued at the 
amount subsequently received. Bullion 
on hand represents bullion produced dur- 
ing the period ended on the balance 
sheet date but not shipped to the mint 
until later. It is valued at the amount 
subsequently received or an estimate of 
the amount expected to be received. It 
is usual to consider precipitates removed 
from the presses on the balance sheet 
date and amalgam produced up to that 
date as bullion on hand even though 
not refined and the bars not poured until 
a day or two later. 

In recent years some of the gold mines 
have made a practice of storing some or 
all of the gold production in the expect- 
ancy of an increase in the price of gold. 
In such cases the value stated in the bal- 
ance sheet is estimated at the net recover- 
able value on the basis of weights and 
assays determined by .company officials 
which will not be confirmed until the 
bars are shipped to the mint. 


There are other cases where, because 
of the nature of the operation, milled 
concentrates are stored awaiting further 
treatment. In such cases the concentrates 
should be valued at cost of production 
provided that this is not greater than the 
value of the recoverable metals contained 
in the concentrates less the cost of furth- 
er treatment. However, it would be un- 
sound to value the concentrates if there 
was no means, existing or pending, of 
treating the concentrates, or if the roaster 
or treatment plant was not capable of 
treating the stored concentrates along 
with current production. 

One new gold mine recently accumu- 
lated a large stockpile of concentrates 
during the period prior to the construc- 


tion of its roaster plant. The portion of 
these concentrates remaining untreated 
at its year end is valued in its balance 
sheet at the “applicable portion of op- 
erating expenses and write-offs which 
is less than estimated net recoverable 
value”. The profit arising from the 
bullion produced from the concentrates 
is thus carried into the year when the 
processing is completed. 


Untreated Ore 

No Canadian gold mine has ever, to 
my knowledge, included the value of its 
blocked out or developed ore in its 
balance sheet (except to the extent 
the cost of its development is included 
in the unamortized portion of prepro- 
duction expenses) and only in rare in- 
stances has the value of broken ore 
been included in the balance sheet. It 
can be definitely said that it is not the 
general practice of Canadian mining 
companies to value either blocked out 
or broken ore in their balance sheets. 


It has been the practice in Canada to 
include in the operating expenses of the 
year the cost of developing ore which 
may not be mined until some future year. 
Strictly speaking this may not be accur- 
ate accounting, but it is certainly prac- 
tical accounting. According to the gen- 
erally accepted definition, ore is metal- 
liferous material which may be mined at 
a profit. It would be very unwise to 
value developed ore in a balance sheet 
when any one of (1) a downward ad- 
justment in the price of gold, (2) an 
upward adjustment in the value of the 
Canadian dollar in relation to the U.S. 
dollar, or (3) increased operating ex- 
penses might turn what was once ore into 
waste rock. The same factors exist with 
regard to broken ore, but perhaps to a 
lesser degree, even if it is no higher in 
grade, since the cost of completing the 
process of extraction is more likely to be 
less than the value of the recoverable 
metals contained therein. 
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The general practice in Canada is a 
conservative one which has worked well. 
If it were to become the practice to in- 
clude the value of developed ore, brok- 
en ore and mill solutions as assets in the 
balance sheet of Canadian mining com- 
panies, there would be considerable var- 
iance in opinion as to the proper basis of 
valuation and, no doubt, there would be 
greater opportunity for misrepresentation 
which a less scrupulous operator might 
find difficult to resist. 

While it is not to be expected that the 
value of either developed ore or broken 
ore will be shown in the balance sheet, 
it is most essential that adequate figures 
as to tons and grade of the reserves of 
developed ore be given in the manager’s 
report. You should compare this with 
the number of tons milled during the 
year. If the company has failed to main- 
tain the ratio of developed ore to mill 
tonnage which it had at the beginning of 
the year, and there is no reassuring ex- 
planation, it may be a warning sign as to 
the future. 


Assistance Payments 


A new asset which has appeared in the 
balance sheets of Canadian producing 
mining companies in the last year or two 
is the estimated amount receivable under 
the Emergency Gold Mining Assistance 
Act. 

One or two companies have taken the 
position that the Emergency Gold Mining 
Assistance Act permits the Minister of 
Mines and Resources to pay assistance 
(cost-aid) under the terms of the Act, 
but it does not give the mines an enforce- 
able claim to the assistance payments. 
These companies take into income only 
the amounts received during the year, and 
the amount expected to be received in 
respect of the period ending with the 
date of the balance sheet is omitted from 
the balance sheet (except as a footnote) 
and is taken into income of the following 
year when received. 





Opposed to this, most companies have 
taken the view that the amount expected 
to be received is accrued revenue of the 
company which they can reasonably ex- 
pect to receive and so have set it up as a 
current asset and have included it in in- 
come. 

Now let us take a look at the operating 
statement. 


Depreciation 


What policy has the company adopted 
with regard to providing for deprecia- 
tion? 

This is particularly important if the 
company is a new mine which is exempt 
from taxation for a period of three years 
from the date it is deemed to have come 
into production with a commercial mill- 
ing unit. A new mine which chooses 
not to make provision for depreciation in 
the tax-exempt period is able to claim 
the depreciation which properly should 
have been provided for in the tax-exempt 
period as a deduction from the profits of 
future taxable years. 


To digress for a moment, under an in- 
come tax regulation (s. 1100(4)) issued 
under order in council last December, 
where the taxpayer is a corporation the 
allowance for depreciation may not ex- 
ceed the amount deducted in respect 
thereof in computing the income or profit 
for the taxation year shown on the finan- 
cial statements presented to the share- 
holders. Some mining companies did 
have an understanding with the tax au- 
thorities that depreciation provided for 
in a tax-exempt period could be claimed 
for tax purposes in a succeeding taxable 
period, but the new regulations seem to 
have completely ignored this understand- 
ing. 

Several devices have been suggested as 
to how this difficulty can be overcome, 
but in the final analysis they would all 
result in presenting an operating state- 
ment to the shareholders in which profits 





ee 








The Mining Company Balance Sheet 271 


would be reduced by depreciation which 
has already been provided for in a former 
tax-exempt year. It is difficult to under- 
stand why the Government insists upon 
restricting allowances for depreciation to 
the amounts shown in the current finan- 
cial statements when by resorting to such 
an artifice — which to say the least is ex- 
tremely bad accounting — the effect of 
the regulation can be circumvented. 


Condemnation of Regulation 


I cannot condemn this regulation too 
strongly. In effect, a company which 
actually suffers a greater amount of de- 
preciation than the allowance at the maxi- 
mum rates contained in the regulations 
may end up by being allowed, over a 
period of years, amounts which aggregate 
less than what otherwise would have 
been allowed at the maximum rates con- 
tained in the regulations. This paradox 
may be explained in this way. A com- 
pany whose plant depreciates more rap- 
idly than the maximum rates allowed un- 
der the regulations should, if it is to 
present an honest operating statement to 
its shareholders, deduct the greater 
amount of depreciation which it has act- 
ually suffered. The amount provided for 
in excess of the maximum amount al- 
lowed by the regulations may not be de- 
ducted in that year; nor may it be de- 


ducted in any future year, since the - 


amount allowable in the future year is 
restricted to the amount deducted in the 
financial statements of that future year. 
The amount written off, but not allowed 
for tax purposes, may not be claimed un- 
til such time as the company disposes of 
all the property in the class, and it is 
quite likely that a mining company will 
have no income in the year in which 
that event takes place. 

In another case, a mining company 
may experience a major loss on the dis- 
position of equipment, or other depre- 
ciable property, after taking into account 


the depreciation provided in respect of 
that asset. In this event, good accounting 
practice demands that the extraordinary 
loss be written off against the earnings of 
the year. Since all the assets in the class 
have not been disposed of, the regula- 
tions do not permit the loss to be claim- 
ed for income tax purposes in the year in 
which the asset is disposed of. While 
the regulations would appear to permit 
the company to claim allowances in fu- 
ture years at the rates contained in the 
regulations in respect of the asset which 
the company no longer has, the com- 
pany is effectively barred from doing so 
since the amount allowable in any year 
is limited to the amount deducted from 
the profits of the company in the finan- 
cial statements presented to the share- 
holders, and this amount will naturally 
not include any provision in respect of an 
asset already written off. 

It would appear, therefore, that to 
study intelligently the operating results 
of a mining company, careful examina- 
tion must be made of the changes in the 
depreciation policy of the company which 
have been put into effect as a result of 
the new capital cost allowance segula- 
tions. 


Expenses In Tax-Exempt Period 


To get back to the new mine, the 
management can hardly be criticized for 
not making provision for depreciation in 
a tax-exempt year if it means a future 
saving of income tax. However, it 
would seem to be good practice to state 
the amount of depreciation which other- 
wise would have been provided, and you 
should take this into account when you 
look at the operating results. 


Similarly a new mine may not have 
made any provision out of the year’s 
earnings for amortizing preproduction 
expenses, and, if so, the net earnings have 
been overstated, or the net loss under- 
stated, to the extent of the amount 





272 The Canadian Chartered 


which should have been provided. For- 
tunately, the new regulations allow a 
mine to deduct from its taxable profits 
of a year any amount up to 25% of its 
preproduction expenses, until such time 
as 100% of the preproduction expenses 
have been deducted, regardless of the 
amount written off in the books or 
shown in the financial statements of the 
company. There is, therefore, no good 
reason why a company in the exemption 
period should not make proper provision 
in its operating statement for the amorti- 
zation of preproduction expenses regard- 
less of whether or not it is a tax-exempt 
year. 

It would seem to be good practice to 
make note, in the operating statement of 
a new mine, of the amount of Dominion 
income tax which it would have been re- 
quired to pay on its profits if it had not 
been exempt from taxation. If this is 
done, the shareholder is given a better 
idea of the net profits which might be 
expected in future taxable years. 


Accountant, June, 1950 


In other cases, even though the mine 
made a profit in a year when it was not 
tax exempt, it may not have been neces- 
sary to make any provision for Dominion 
income tax because of the right, for in- 
come tax purposes, to deduct from the 
profits of the current year losses suffered 
in past years. This is another instance 
where good practice would seem to de- 
mand that the Dominion income tax 
which otherwise would have been pay- 
able be noted in the operating statement. 

It is the duty of the professional ac- 
countant who undertakes the function of 
shareholders’ auditor to see that the bal- 
ance sheet and operating statement are 
sufficiently informative to allow the 
reader to determine the treatment given 
to all these matters which are peculiar to 
a mining operation. If the auditor takes 
exception to the treatment given, he is 
expected to state clearly the exception in 
his report to the shareholders and its ef- 
fect on the financial statements. 
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Diminishing Balance 


Depreciation Under the Income Tax Act 


By A. W. Gilmour, C.A., F.C.I.S. 


An analysis of the new capital cost 
allowances under the Income Tax Act 





S ACCOUNTING students we are 

told that the reasons for setting 
up a provision for depreciation on the 
books of account are twofold: first so 
that the original cost of the asset can be 
charged against the cost of the articles 
produced during the useful life of the 
asset, and second so that profits can be 
segregated from the surplus account in 
order that the funds represented there- 
by would not be distributed to the 
shareholders. Unfortunately, it is sel- 
dom that these funds are in the form 
of readily available current assets when 
the time comes to replace the assets. 
As conservative accountants we have 
always limited our thinking to re- 
placing the book cost of the original 
assets, and usually have refused to con- 
sider the interesting problems arising 
out of the attempt to acquire funds to 
replace worn-out assets at a time when 
replacement costs are inflated many 
times beyond the costs of the earlier 
assets. 


Departmental Rales 


In the years subsequent to 1917, the 
Income Tax Department gradually 
built up a complex body of rules limit- 
ing the amount of depreciation which 


could be deducted from taxable income. 
Many of these rules were fixed upon 
largely by a trial and error system, but 
by the end of 1948 we had a system 
established which was generally under- 
stood by both taxpayer and the Tax 
Department. Probably the most strik- 
ing feature of the old system was that 
it followed very closely the established 
principles of good accounting practice 
to such an extent that most taxpayers 
and accountants simply set up their 
records to conform to these rules, and 
seldom gave a thought to whether the 
maximum rates of depreciation estab- 
lished for tax purposes bore any reason- 
able relationship to the rates required 
for their own business. 

One thing is certain: the fact that the 
Income Tax Department allowed de- 
preciation as a deduction from taxable 
income settled for once and all the 
question whether it was necessary to 
provide for depreciation as a cost of 
production. Many of the older text 
books on accountancy contained long 
chapters setting out the reasons why 
depreciation constituted a cost of op- 
eration but little regard is necessary to 
this argument today. 


However, under the new procedure 
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which applies to the profits of 1949 
and subsequent years, we find that we 
are no longer talking about deprecia- 
tion as accountants have understood 
the term for many years, but instead we 
have an artificial creation designed to 
define and limit an amount which may 
be deducted from taxable income. So 
different is this deduction from what 
we have understood as depreciation 
that perhaps we would be well advised 
to refer to the deduction as ‘‘the por- 
tion of the capital cost deductible from 
income” even though this be a most 
inconvenient name. 


Departure. From Good Accounting 


However, the point which I wish to 
make and emphasize is that the new 
regulations concerning deduction of 
capital cost are purely taxation regula- 
tions and in many instances have de- 
parted a long way from what most of 
us consider to be good accounting 
treatment of depreciation. According- 
ly, care must be taken to see that we 
no longer blindly set up our account- 
ing records and financial statements in 
accordance with tax regulations. In- 
stead we must prepare our accounts in 
accordance with good accounting prac- 
tice, and thereafter prepare schedules 
to be attached to tax returns in which 
we claim the allowance for capital cost 
in accordance with the new regulations. 
I wish to repeat this point again, for I 
have found that many taxpayers have 
become so accustomed to setting up 
their accounts in accordance with in- 
come tax rulings that they are con- 
tinuing to do so in respect of the new 
procedure, with the result that in a few 
years their financial records will bear 
no relationship to actual facts. 


In deciding upon the new procedure, 
it was apparently the desire of the 
legislators and their advisers to provide 
for two main objects: 





(1) to permit losses realized on the 
sale of depreciable assets to be 
deductible from taxable income, 
and as a complement to this to 
recapture excess depreciation 
upon sale, and 

(2) to simplify the work of check- 
ing the calculation of the portion 
of capital cost allowed as a de- 
duction from taxable income. 

It must be admitted that’ these two pur- 
poses have been achieved. Whether the 
same objectives might not equally well 
have been achieved through much less 
drastic steps is a matter which is open to 
discussion. 


The best way of bringing out the high- 
lights of the new regulations is to com- 
pare them with the old procedure, with 
which most of us are more or less fa- 
miliar. 


Discretion 


For many years the old Income War 
Tax Act and the procedure thereunder 
were subject to strong criticism on the 
grounds that many allowances were only 
made by virtue of the exercise of minis- 
terial discretion, and many of us felt that 
perhaps our competitor was getting a bet- 
ter deal than we were. 


The new Income Tax Act and the reg- 
ulations published thereunder are open 
for all to read. All we have to do is 
read, and re-read, and perhaps under- 
standing will come gently upon us in 
due course. 


Notwithstanding the secrecy surround- 
ing rulings under the old Income War 
Tax Act, everyone seemed to know, and 
occasionally to understand, all the rulings 
affecting depreciation, and the occasions 
on which certain taxpayers were granted 
special treatment for depreciation pur- 
poses were extremely rare. However, to- 
day it is undoubtedly an advantage that 
all regulations are freely available. 
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Capital Profits and Losses 
and Recapture of Depreciation 


Canadian tax legislation has undoubt- 
edly taken a long stride forward in recog- 
nizing that a loss incurred upon the sale 
of a fixed asset used in the business is 
normally taken to assist in the earning 
of the income of the business, and that 
it is only equitable to permit the deduc- 
tion of such losses from taxable income. 

Under the old Income War Tax Act, 
where a taxpayer sold an asset for more 
or less than the original cost less depreci- 
ation accumulated thereon, the resultant 
profit or loss was considered to be an item 
which did not affect taxable income. In 
passing, I might mention that an excep- 
tion was made in the case of a profit or 
loss on the sale of rolling stock, but this 
was a minor exception made because of 
the difficulty of determining what was a 
reasonable rate of depreciation on auto- 
mobiles. 

Even though the rates of depreciation 
allowed were generous and undoubtedly 
made some allowance for obsolescence, 
it cannot be denied that the possibility of 
facing a capital loss which could not be 
deducted from taxable income resulted 
in many companies continuing to operate 
assets long after their useful life had ex- 
pired, and this must have had a cumv- 
lative effect on the economic development 
of this country. It is equally probable 
that many companies practised a mild 
form of tax evasion in that they kept 
assets on their books and continued to 
claim depreciation thereon long after 
the assets had been dismantled and stored 
away or scrapped. 

Under the new procedure all assets of 
certain designated classes are considered 
to form separate pools. The cost of new 
additions are added to this pool, while 
the proceeds of sales are simply credited 
or deducted from the pool and the allow- 
ance for capital cost is calculated upon 
the balance of the pool year after year 
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without regard to whether or not all the 
assets continue to exist. This means that 
where a company disposes of assets at a 
loss, this loss disappears in the pool and 
the company continues to claim a deduc- 
tion from taxable income upon assets 


wwhich have long since ceased to exist. 


Similarly, where a company disposes of 
assets at a profit the proceeds are credited 
to the pool and so reduce the balance re- 
maining at the end of a year, and this in 
turn will reduce the portion of the cap- 
ital cost which can be deducted from 
taxable income. I may add that if an 
asset is sold for more than original cost, 
or, in the case of pre-1949 assets, is 
sold for more than original cost less de- 
preciation accumulated to the end of 
1948, such excess is considered to be a 
special profit and may be eliminated from 
the pool. 


In the case of a continuing concern 
which is steadily disposing of worn-out 
assets and replacing them with new ones, 
the pools will never be emptied so that 
the balance upon which the portion of 
capital cost allowed as a deduction from 
taxable income is computed will bear 
little resemblance to the assets shown on 
the balance sheet. Eventually, all the as- 
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sets in the pool will be disposed of and 
when this occurs the balance of cost in 
the pool will be allowed as a deduction 
from taxable income in the year of sale. 
On rare occasions it may happen that the 
proceeds of sales exceed the cost of as- 
sets remaining in the pool, and should 
this occur the credit balance will be add- 
ed to taxable income in the year in which 
this occurs. 

It is in this respect that the new regu- 
lations depart from good accounting 
principles. As accountants we claim that 
a capital profit or loss arises when an as- 
set is sold for an amount greater or less 
than the depreciated book value, and 
where this occurs we remove the asset 
value, the accumulated depreciation from 
the balance sheet, and transfer the re- 
sultant profit or loss to a capital surplus 
account. Thus, as the years go by the 
balance sheet and the tax schedules will 
grow farther and farther apart. 

Summing up the foregoing under the 
new regulations: 

(1) Capital profits are considered to be 
the excess of sales proceeds over orig- 
inal cost or, in the case of assets ac- 
quired before 1949, the excess of 
the sales proceeds over original cost 
less depreciation accumulated to the 
end of 1948. These so-called capital 
profits may be eliminated from the 
pool in the year in which they oc- 
cur. 

Where the sales proceeds are equal 
to or less than the original cost of the 
assets, the proceeds are credited to the 
pool and the resultant profit or loss 
reduces or increases future allowances 
for capital cost which can be deducted 
from taxable income. 


(2 


~ 


(3) The balance of the pool account is 
only allowed as a charge against tax- 
able income in a year in which all 
the assets in the pool are sold and 
not replaced prior to the end of the 
year. Conversely, if sales proceeds in 
the year, after eliminating capital 
gains, exceed the cost of assets in 


the pool, so as to produce a credit bal- 
ance, this credit is added to taxable 
income for such year. 

For the ordinary business, with the 
possible exception of buildings and mo- 
tor cars, it will rarely happen that all the 
assets of a group, such as machinery, will 
be sold and not replaced by the end of 
the year, so that the balance of the pool 
carries on indefinitely. 


Diminishing Balance Depreciation 

Under the old procedure established 
under the Income War Tax Act, depre- 
ciation was almost invariably computed 
on the straight-line method. That is, the 
annual charge of 5% or 10% was cal- 
culated on the original cost, so that the 
cost of the asset was spread evenly over 
its life. There were a few cases where 
taxpayers calculated depreciation on the 
reducing balance basis but these were 
very few in number. 


As a result of the new regulations, all 
taxpayers must now calculate the portion 
of capital cost which can be deducted 
from taxable income upon the diminish- 
ing balance method. That is, the deduc- 
tion claimed at the end of one year must 
be deducted from the cost of the pool, 
and thus the balance upon which the de- 
duction may be claimed in the following 
year is reduced. 


Because of this change, if a taxpayer 
is to be able to write off the cost of his 
assets against taxable income in anything 
like the same period of time, the maxi- 
mum rates of depreciation must be from 
two to three times the rates allowed un- 
der the old straight-line method. On the 
whole, the new rates have doubled the 
rates previously allowed. 


The major effect of these new rates 
will be to permit of a sharply increased 
amount which can be claimed in respect 
of the cost of a new asset for the first 
three to four years, and thereafter the 
annual amount will drop below that per- 
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mitted under the straight-line method, 
and this will continue indefinitely there- 
after. 


So far as taxpayers are concerned, be- 
cause the rates have generally been 
doubled, the new rates will be of imme- 
diate financial benefit to them, if the 
assets they possessed at the end of 1948 
have not been depreciated to the extent 
of 50% of original cost. On the 
other hand, if these assets have been 
more than 50% depreciated, there will 
be a reduction in the amount which can 
be claimed as a deduction from taxable 
income in respect of these assets. 


To lighten this effect, in respect of the 
1949 fiscal year only, taxpayers may com- 
pute the deduction from taxable income 
on the basis of the old regulations in- 
stead of on the new diminishing balance 
method providing the old rates produce 
a greater deduction. It should be point- 
ed out that this choice must apply to all 
classes of assets of the taxpayer, and that 
the other features of the new regulations, 
such as crediting sales proceeds to the 
cost of assets, apply even though the 
taxpayer elects to use the old rates for 
the 1949 fiscal year. 


Recording on Financial Records 


Under the old depreciation regulations, 
certain types of taxpayers, such as cor- 
porations and individuals carrying on a 
business, could not claim a deduction 
from taxable income for depreciation un- 
less they set up the amount on their 
books of account. In practice, it fre- 
quently happened that a corporation de- 
preciated its assets more rapidly than did 
the maximum rates allowed by the De- 
partment. However, even after the as- 
sets had been fully written off the books 
of account, the Department continued to 
allow depreciation until the cost of the 
asset was fully written off at the rates 
recognized by them. 


The new regulations, however, provide 
that a corporation, as distinct from an 
individual, may not claim a deduction 
from taxable income in respect of cap- 
ital cost which is in excess of the amount 
deducted on the financial statements pre- 
sented to the shareholders in the taxation 
year. While this provision at first glance 
seems simply to repeat the old regula- 
tions, closer examination discloses that 
it imposes a requirement which may work 
a very considerable hardship on taxpay- 
ers in future years. 

As already pointed out, the new regu- 
lations require that sales proceeds be 
credited to the various pools of assets, 
and no attempt is made to eliminate 
profits or losses on these sales, with the 
exception of a very restricted class of 
profits. As a result, the capital cost of 
assets on which the deduction may be 
computed will gradually drift farther and 
farther apart from the book value of as- 
sets upon which depreciation is claimed 
for purposes of the financial statements. 
While the difference will usually not be 
very great in 1949 and 1950, it will tend 
to grow wider each year. However, this 
requirement attempts to link these two 
diverging factors in a manner which is 
just about unworkable. 


Accelerated Depreciation 
and Minimum Requirements 


Provision existed under the old regu- 
lations whereby a taxpayer who was op- 
erating his machinery for periods beyond 
the normal working shift could claim an 
acceleration of normal depreciation for 
these extra periods. A limitation was 
placed upon the extra amount which 
could be claimed in that if the operating 
time was doubled, the normal rate of de- 
preciation could be increased by 50% 
while if the operating time was tripled, 
the depreciation rates could be increased 
by 100% for these periods of accelerated 
operations. 
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The new regulations do not provide 
for any such acceleration of the rates at 
which capital cost may be claimed as a 
deduction from taxable income. 


The old regulations also contained a 
clause whereby a taxpayer could not claim 
depreciation at a rate in excess of the 
maximum rates of depreciation, but 
neither could he claim less than 50% of 
the rate he usually provided. This re- 
quirement was a relic of the days when 
business losses incurred in one year could 
not be applied in reduction of profits 
earned in other years, and consequently 
it was in the taxpayer's interest to claim 
no depreciation in a year in which an 
operating loss was incurred or only a 
small profit was earned. With the adop- 
tion of the principle of applying business 
losses in reduction of profits earned in 
other years, the need for this 50% tre- 
quirement was lessened. 


The new regulations simply place a 
maximum upon the portion of capital 
cost which may be deducted from taxable 
income in any one year, and by inference 
permit the taxpayer to claim as little as 
he desires. As already pointed out, 
the Income Tax Act permits the ap- 
plication of business losses against profits 
earned in other years, so that it may not 
be to the taxpayer’s benefit to reduce the 
amount claimed in a year of loss, unless 
it appears to him that he is entering a 
cycle of loss years which may extend 
beyond the period in which he is per- 
mitted to offset business losses against 
profits. 


Accounting Records 


The underlying principle of the pre- 
vious system of depreciation was that 
whenever possible assets should be de- 
preciated separately, and the ideal system 
was that in which a separate account was 
maintained for each asset, on which was 
recorded the cost and the accumulated 


Accountant, June, 1956 


depreciation. Failing this, taxpayers were 
required to segregate their assets into 
separate classes according to the deprecia- 
tion rates applicable and further to seg- 
regate these classes according to the year 
of purchase. If a taxpayer was unable or 
unwilling to provide these records, he 
was penalized in that when accumulated 
depreciation reserves totalled 80% of the 
cost of the asset, the reserve was applied 
in reduction of the cost and thereafter 
depreciation could be claimed only on the 
remaining 20%. 


The revised regulations require the 
maintenance of only the most elemen- 
tary type of records to justify the deduc- 
tion of capital cost from taxable income. 
Actually, all that is required is one ac- 
count for each of the various classes of 
assets established by the regulations, 
which in most cases will only number 
four or five, such as buildings, machin- 
ery and automobiles. Each account need 


only show: 

Balance at beginning of year .............. xx 
PGANIONS TNBDEND oo. sso esicscissciseacsecessntesss xx 
xx 
Less: Proceeds of sales ...................000 xx 
xx 

Less: Deduction in respect of capital 
IRON rears fast east cones xx 
Balance at close of year ................ xx 


So far as the new regulations are con- 
cerned, no record need be kept of the 
amount of capital cost written off individ- 
ual assets, nor, with the elementary rec- 
ords required, will this be easy to ascer- 
tain. The only time that reference need 
be made to the cost of an asset will be 
where an asset purchased in 1949 and 
subsequent years is sold for more than 
its original cost, or where an asset pur- 
chased prior to 1949 is sold for more 
than original cost, less accumulated de- 
preciation to the end of 1948. In these 
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two cases the excess may be eliminated 
from the pool. 

However, I must emphasize that while 
these records may be adequate for tax 
purposes, they are not adequate for fi- 
nancial accounting purposes, and as ac- 
countants we will have to maintain 
proper records in which the original cost 
and accumulated depreciation are shown 
so that capital profits or losses incurred 
on sale or disposition may be determined 
and shown correctly on the balance sheet. 
Then we will have to prepare separate 
schedules to be attached to the tax re- 
turns in which the allowance is computed 
in accordance with the regulations. 

As stated previously, considerable dif- 
ficulty in this respect is going to be en- 
countered if the Government persists in 
limiting the deduction in respect of cap- 
ital cost to the amount shown in the fi- 
nancial statements for the year. If they 
persist, we will probably have eventually 
to set up a fictitious account on the bal- 
ance sheet entitled “deferred deprecia- 
tion” and write off a portion each year. 


Commencement Date of Depreciation 


The general principle of the old regu- 
lations was that depreciation could only 
be claimed on an asset from the date it 
was set up and commenced operations. 
That is, if an asset was purchased in the 
last month of a fiscal year, generally de- 
preciation could be claimed only for 
that one month. In practice, where the 
annual additions to assets were small, 
taxpayers were frequently permitted to 
claim depreciation for the full year upon 
the balance of cost shown at the end of 
the year, without regard to the date with- 
in the year on which the asset was pur- 
chased. 

With the revised regulations the tax- 
payer is permitted to calculate the deduc- 
tion from taxable income upon the bal- 
ance of the pool of assets at the end of 
the year, and need make no allowance 


for the date within the year at which as- 
sets were purchased or sold. 

Where the fiscal period of a taxpayer 
is less than 365 days, however, the allow- 
ance for capital cost is reduced to the 
amount that the number of days in the 
fiscal period is of 365. 


Cost of Assets 


The determination of the cost of the 
asset which may be written off against 
taxable income is bound to give rise to 
difficulties under the numerous circum- 
stances which are encountered in prac- 
tice. 

The old regulations made no attempt 
to define what constituted cost; and tax- 
payer and Tax Department were left to 
settle the matter between themselves. 

The new regulations have attempted to 
set out, in some considerable detail, what 
the cost of the asset will be under vary- 
ing circumstances. These may be sum- 
marized as,— 

(1) Where the assets were acquired by 
the taxpayer prior to the 1949 fis- 
cal year, the capital cost is stated to 
be the actual cost to the taxpayer, 
minus accumulated depreciation to 
the end of the 1948 fiscal year. This 
accumulated depreciation will in- 
clude reserves established at the be- 
ginning of 1917, and normal depre- 
ciation accumulated in intervening 
years to the end of 1948. Any 
special or double depreciation ac- 
cumulated in these years in addition 
to normal depreciation is also de- 
ducted, but is treated in a different 
manner which is referred to later. 

(2) Where the asset is acquired in 1949 
and subsequent years, capital cost 
presumably means actual cost. 

(3) Where the asset is acquired by gift 
or inheritance, its capital cost is its 
fair market value at the time of ac- 
quisition. 

(4) Where an asset has been used for 
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one purpose by a taxpayer (such as 
personal use) and then is changed 
and used for another purpose (such 
as earning income) it shall be deem- 
ed to have been acquired or disposed 
of for its fair market value at the 
time of the change. 

(5) Where a taxpayer is entitled to re- 
ceive a subsidy from a public body 
in respect of the acquisition of 
property, the subsidy must be de- 
ducted from the capital cost. 

(6) It is interesting to note that s. 18 
of the Income Tax Act provides that 
where a moveable property is sold 
under a hire purchase agreement 
wheteby title passes on thie satisfac- 
tion of certain conditions, title is 
considered to pass to the purchaser 
for purposes of computing the cap- 
ital cost at the value mentioned in 
the contract. (The 1950 budget 
resolutions have extended this treat- 
ment to immoveable assets also). 


It may also be mentioned that the fol- 
lowing types of assets are not considered 
to be assets for purposes of computing 
the deduction of capital cost: 


(1) amounts which can be claimed as an 
expense in computing income; 

(2) assets which form part of the inven- 
tory of stock-in-trade; 

(3) assets which were not acquired for 
purposes of gaining income; 

(4) land; 

(5) scientific research expenditures of a 
capital nature. (These can be written 
off over a three-year period.) ; 

(6) certain types of assets of coal mines 
and certain new ships, which are 
granted special rates of depreciation; 

(7) assets of farmers and fishermen un- 
less the farmer or ‘fisherman desires 
to be subject to the new regulations; 

(8) assets of non-residents located outside 
of Canada; 

(9) leasehold expenditures of a tempor- 
ary nature which may be written off 
over the life of the lease. 


Sales Proceeds 


In view of the fact that profits or 
losses on sales of assets were not taken 
into account in computing taxable in- 
come under the Income War Tax Act, 
subject to certain exceptions in the case 
of special depreciation and delivery 
equipment, no definition of what consti- 
tuted a sale was contained in the old 
regulations. 

In the new regulations, the definition 
of sales proceeds is set out at length, and 
includes: 

(a) the actual proceeds of property sold; 

(b) compensation received for property 
damaged, destroyed or expropriated; 

(c) imsurance received in respect of loss 
or destruction of property, which it 
is presumed refers to total loss or 
destruction; 

(d) insurance received in respect of dam- 
age to property less amounts expended 
within a reasonable time to repair 
the damage; 

(e) the fair market value of property 
given away by gift. 

It should be noted that property dis- 
posed of on death is not considered to 
have been sold for purposes of the regu- 
lations. 


‘Special Depreciation 

Over the years during which the oid 
regulations were in use, the following 
types of depreciation were allowed as a 
deduction from taxable income: 

(a) mormal and accelerated depreciation; 

(b) special depreciation granted by cer- 

tificate of the War Contracts Deprec- 
iation Board, or by other authority; 

(c) double depreciation granted upon cer- 

tain assets by virtue of a certificate 
issued by the Minister of Reconstruc- 
tion and Supply. 

In the case of the special depreciation, 
the Income War Tax Act provided that 
on the sale of an immoveable asset, 
other than machinery or equipment on 
which special depreciation had been 
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granted, some portion of the special de- 
preciation would have to be added back 
to the taxable income of the years in 
which the special depreciation was orig- 
inally claimed. 

A similar provision existed in respect 
of the sale of moveable assets which had 
received an allowance of double deprecia- 
tion. 


The manner of calculating the special 
and double depreciation to be recaptured 
under the old Act was extremely com- 
plicated. Generally speaking, the under- 
lying theory was that if the asset was 
sold for more than the depreciated cost, 
the excess was subject to recapture to the 
extent of the special or double deprecia- 
tion originally allowed. 


The new regulations make provision 
only for double depreciation, and they 
provide that where the taxpayer possesses 
an asset eligible for an allowance of 
double depreciation, he may claim the 
following deduction from taxable income 
in 1949 and subsequent years: 


(a) the normal allowance in respect of 
capital cost, based upon the actual 
capital cost of the asset, less accum- 
ulated normal depreciation to the 
end of 1948, calculated in the usual 
manner, plus 

(b) one-half of the amount of deprecia- 
tion on these assets which would 
have been allowed, had the provis- 
ions of sec. 6(1)(n)(ii) of the 
Income War Tax Act remained in 
force. 


Thus if a taxpayer at the beginning of 
1949 possessed an asset eligible for 
double depreciation, which originally had 
cost $100, and against which there had 
accumulated to the end of 1948 normal 
depreciation of $30 and double deprecia- 
tion of $30, he would be entitled to claim 
an allowance in respect of capital cost 
in 1949 of: 

20% af $70, being original cost of 


$100, less normal depreciation ac- 

cumulated of $30 ..............:.c0ssc0000 $14 
10% of $100, being one-half of the 

amount which could have been 

claimed had the provisions of the 

Income War Tax Act remained 
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$24 


It is presumed that this additional al- 
lowance will continue to be granted until 
the amount of depreciation written off 
these assets equals 80% of original cost, 
which is in accordance with the provis- 
ions of order in council P.C. 8640 of 
November 10, 1944, which originally 
provided for the allowance of double 
depreciation. 

The new regulations have also changed 
the manner in which special and double 
depreciation is recaptured, and replaced 
it by a much simpler method. They 
merely state that any special or double 
depreciation granted up to the end of 
1948 shall be regarded as having been 
allowed under the new regulations and 
so is subject to the recapture provisions 
of the new regulations. 

Thus in the above illustration of an 
asset which had originally cost $100 and 
which had been reduced by normal de- 
preciation of $30 and double deprecia- 
tion of $30 to the end of 1948, the 
capital cost for purposes of recapture 
would be $70, so that if the asset were 
subsequently sold for any amount up to 
$70, the full proceeds would be credited 
to the cost of the asset. Thus the double 
depreciation of $30 allowed to the end 
of 1948 plus any subsequent allowances 
would all be subject to recapture. 


Transactions 
Between Related Taxpayers 


There have always been restrictions 
imposed upon the amount of deprecia- 
tion which may be claimed upon an asset 
which is being transferred between per- 
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sons who have common financial in- 
terests. 


Section 6(1)(n) of the Income War 
Tax Act provided that the total deprec- 
iation allowance upon an asset being sold 
between companies subject to a common 
control could not exceed the original 
cost to the group, no matter how many 
times the asset was transferred within 
the group, nor how much the price was 
inflated by such transfers. Similarly, the 
old regulations provided that where an 
original owner sold an asset to a new 
person in which he was also interested 
at an inflated cost, the inflated figure 
would not be recognized for depreciation 
purposes unless new capital in excess 
50% of the original capital was intro- 
duced. 


The new regulations carry on these 
same general principles, but do so by 
singling out for special treatment assets 
acquired by transactions between persons 
who are not dealing at arms length. Sec- 
tion 127(5) of the Income Tax Act 
states that transactions between the fol- 
lowing types of persons are not consid- 
ered to be at arms length: 


(a) transactions between a corporation and 
persons who directly or indirectly con- 
trol it; 

(b) transactions between corporations 
which are directly or indirectly con- 
trolled by the same person; 

(c) transactions between persons connect- 
ed by blood relationship, marriage 
or adoption. 


Where an asset is acquired in 1949 
and subsequent years as the result of a 
transaction which was not at arms length, 
the capital cost to the present owner can- 
not exceed that of the original owner. 
That is, if an asset originally cost $100 
and was subsequently depreciated to $60 
and thereafter sold by the original owner 
to a relative for $110, the original owner 
would have to pay tax on the recaptured 
amount of $40 and would be considered 
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to have earned a non-taxable profit of 
$10. The new owner would be consid- 
ered to have acquired the asset for $100 
and would never be allowed any reduc- 
tion in respect of the $10. 

If the same asset which had been de- 
preciated to $60 were sold to a relative 
for $40, the original owner would be 
allowed the loss of $20, so that he will 
have received a total allowance of $60. 
The new owner will be considered to 
have acquired the asset for $100, and to 
have been allowed $60, so that the whole 
$60 may be subject to recapture in his 
hands should he ever sell the asset. 


Where the asset was acquired prior to 
1949 as the result of transactions between 
persons not dealing at arms length, the 
capital cost to the present owner is re- 
stricted to the lesser of (1) the actual 
cost to the present owner, or (2) the 
actual cost to the original owner less de- 
preciation accumulated thereon. 


Thus if an asset originally cost $100 
and had been depreciated to $70, after 
which it was sold to a relative for $50, 
the original owner would have suffered 
a capital loss of $20. As the cost to 
the present owner of $50 is less than the 
original cost of $100 less depreciation 
of $30, the figure of $50 is considered 
to be the capital cost. 

On the other hand, had the asset been 
sold for $80, the depreciated cost to the 
original owner of $70 would be con- 
sidered to be the capital cost to the pres- 
ent owner. 


Change in Use of Asset 


The regulations issued under the old 
Income War Tax Act never made ade- 
quate provision to cover the situation 
which arose when an asset which had 
not previously been used to earn income 
began to be used to earn income. 


The new regulations make specific pro- 
vision for the change in the use to which 
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an asset is put by providing that where 
a change takes place, the asset shall be 
deemed to have been acquired or dis- 
posed of for its fair market value at the 
time of the change. This regulation, 


- coupled with the provisions for the re- 


capture of depreciation, may result in 
some quite drastic consequences for tax- 
payers, particularly individuals, and 
should be considered carefully. 


As an illustration, a man might have 
owned a house for many years in which 
he lived, and then rented it in order to 
produce income. He would be assumed 
to have acquired it at its fair market 
value at the date he rented it, and ac- 
cordingly could claim a deduction for 
capital cost from his taxable income based 
on this fair market value. If at some fu- 
ture date he ceased to rent the house, he 
would be considered to have disposed 
of it for its then fair market value. Had 
the value decreased in the interval he 
would receive an additional allowance. 
On the other hand, if the value had in- 
creased, he might find himself subject 
to tax on the increase in the value, al- 
though limited to the portion of capital 
cost allowed as a deduction from income. 


Another illustration might be that of 
a businessman who carried on two sep- 
arate businesses and who had previously 
used an asset in one business and then 
transferred it to the second. Here again 


he would be considered to have disposed 
of the asset in the one business for its 
fair market value and to have reacquired 
it at the same value in the second. If 
the fair market value was different to its 
capital cost, he might well find himself 
subject to an immediate recapture of cap- 
ital cost previously allowed, and only be 
able to recoup this over a period of later 
years. 


Conclusion 

The new regulations seem somewhat 
complicated, and it will be some time 
before we become fully familiar with 
them. However, eliminating those pro- 
visions which are needed to cover the 
special or borderline cases, we find that 
the general regulations which apply to 
the ordinary day-to-day transaction are 
extremely simple in character and appli- 
cation. 

As I have emphasized before, these 
new regulations are solely tax regulations, 
and care must be taken to see that we 
continue to keep accounts and prepare 
financial statements in accordance with 
accepted accounting principles. How- 
ever, a definite advance has been made 
in that the principle has been accepted 
that capital losses may ultimately be de- 
ducted from taxable income, although as 
accountants we may regret that the theory 
of reducing balance depreciation has been 
forced on us for tax purposes. 








Recent Books 


Design of Accounts (3rd ed.), by F. 
Sewell Bray and H. Basil Sheasby; pub- 
lished for the Incorporated Account- 
ants Research Committee by Oxford 
University Press, Toronto, pp. 274 and 
index; price $4 

In 1937 the Research Committee of 
the Society of Incorporated Account- 
ants and Auditors of the United King- 
dom commenced the publication of a 
series of forms of accounting state- 
ments for various special industries. 
In 1943 these and other forms were 
published: under the title “Design of 
Accounts’, a book which has met with 
notable success in the United Kingdom. 

This third edition sets forth in con- 
venient form the information called for 
by the Companies Act, 1948 and cor- 
relates with it the recommendations of 
the Institute of Chartered Accountants 
in England and Wales. The book is, 
therefore, a very useful work of refer- 
ence for anyone who is required to 
prepare accounts to conform with the 
new Companies Act of the United 
Kingdom. It will also be interesting to 
others who are interested in specialized 
forms of accounts as there are 26 speci- 
men forms of trading and profit and 
loss accounts for different undertak- 
ings. , 

The Canadian reader will note that 
the double account balance sheet which 
was used in England for so long has 
disappeared in favour of the single 
form balance sheet commonly used on 
this continent. He will observe that 
there are still several differences in the 
presentation. For instance, the liabili- 
ties side of the balance sheet invariably 
starts with capital and surplus and the 





assets side of the balance sheet with 
fixed assets, and the statements of profit 
and loss account are almost invariably 
in the account rather than narrative 
form with which we are more familiar. 
In the latter connection the authors 
state, “It is sometimes urged that ac- 
counts in ‘narration’ are more readily 
intelligible than the traditional double- 
sided statements. It may be that a 
profit and loss account in this form 
has the advantage of showing revenue 
figures in logical order, though it is to 
be doubted whether there is anything 
to be gained by stating a balance sheet 
in narrative form.” The streamlined 
balance sheet is apparently getting a 
cool reception in the United Kingdom. 
This is a useful work of reference 
in any accountant’s library. In addi- 
tion to the various forms it includes 
all “Recommendations on Accounting 
Principles” by the Council of the In- 
stitute of Chartered Accountants in 
England and Wales up to and includ- 
ing Recommendation 13 dealing with 
fixed assets and depreciation in ac- 

countants’ reports and prospectuses. 
J. R. M. WILSON, F.C.A. 


Internal Auditing in Industry, edited 
by Victor Z. Brink and Bradford Cad- 
mus; published by The Institute of In- 
ternal Auditors, New York; pp. 404; 
$5. 

This publication presents the results 
of a two-year project of the Research 
Committee of the Institute of Internal 
Auditors and involves the efforts of a 
variety of experts. Its outstanding 
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feature is that it gives a description of 
the activities and the controls neces- 
sary to the 20 industries dealt with. 


In an introductory chapter on gen- 
eral elements of control a useful sum- 
mary is given of the essential principle 
that no individual may operate his as- 
signed portion of the business without 
co-ordinating it with the remainder of 
the business. 


The internal auditor’s duties are 
presented as a function of management 
and his importance is emphasized by 
linking him to “top management’’. The 
reiteration of the qualifying term ‘‘In- 
ternal” suggests an intention to dis- 
tinguish an internal auditor from an 
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auditor, but this suggestion fades be- 
fore such statements as: 

The internal auditor’s worth depends not 
only on his theoretical knowledge of audit 
practice, but on his familiarity with the 
industry's operational and managerial prac- 
tices. The successful auditor must possess 
that knowledge of the industry which can 
be gained only through practical experience 
in the field. 

Hence the internal auditor is not 
only an auditor but an improved audi- 
tor. 

The weaving of the auditing pattern 
into the fabric of control is an excellent 
achievement of the editors of this book. 

JAS. TURNER, C.A. 


Lawson A. Ogg 


The Institute of Chartered Accountants of 
Manitoba announces with deep regret the 
sudden death of Mr. Lawson A. Ogg of 
Winnipeg. 

Mr. Ogg was giving assistance to a flood 
victim in Elm Park who was attempting to 
reinforce a door holding back several feet 
of water from entering the basement of his 
home. When the door collapsed suddenly, 


Professional Notes 


ONTARIO 

Richardson, Elwell, Parish & Co., Chart- 
ered Accountants, and McDonald, Currie & 
Co., Chartered Accountants, announce that 
they have amalgamated their practices and 
that hereafter the combined practices will 
be carried on under the firm name of Mc- 
Donald, Currie & Co., Canadian Bank of 
Commerce Chambers, Hamilton, Ontario, 
with Mr. Herbert S. Elwell, C.A., and Mr. 





Mr. Ogg was caught in the current of water 
and swept to his death. 

Mr. Ogg was admitted to the Manitoba 
Institute in 1949 and at the time of his 
death was practising his profession in Win- 
nipeg. 

To those who are bereaved by his death 
the members of the Institute extend their 
sincere sympathy. 


A. William Parish, C.A., as resident part- 
ners. Mr. Sinclair G. Richardson, F.C.A., 
will be associated with the firm as a con- 
sultant. 

* * * 

McDonald, Currie & Co., Chartered Ac- 
countants, announce the admission to part- 
nership of Mr. Herbert Hartley, C.A., and 
Mr. J. Forbes Knight, C.A., of Toronto. 








Western Ontario 
Chartered Accountants’ Club 


Professor James Taylor, C.A., of the 
School of Business Administration of the 
University of Western Ontario, spoke on 
“Future Accounting” at a meeting of the 
Western Ontario Chartered Accountants’ 
Club held in London on April 28. The 
chairman was Mr. Frank Campbell, C.A., 
and Mr. Ken Lemon, C.A. thanked the 
guest speaker. 

* * # 


N. Perlmutter & Co., Chartered Account- 
ants, announce that henceforth their prac- 
tice will be conducted under the firm name 
of Perlmutter, Orenstein & Co., Chartered 
Accountants, with offices at 220 Bay St., 
Toronto. 

* # * 


Messrs. H. J. Welch, F.C.A., H. G. Hinton, 
C.A., and C. R. Welch, C.A., announce the 
formation of a partnership for the practice 
of their profession under the firm name of 
Welch, Hinton & Welch, Chartered Account- 
ants, with offices at 200 Bay St., Toronto. 

* a * 
Ontario Students’ Association Meeting 


The Chartered Accountants Students’ As- 
sociation of Ontario held its annual meeting 
in the auditorium of the 48th Highlanders 
Memorial Hall on Monday, May 15, Ap- 
proximately 200 members were present, in- 
cluding representatives from the Ottawa, Lon- 
don and Kingston branches. Mr. Guy W. 
Smith, F.C.A., president of the Ontario In- 
stitute, addressed the meeting. 


The following officers were elected: J. S. 
McFadden, president; Moore I. Jackson, C.A., 
vice-president; J. K. Walker, secretary; R. G. 
Appleton, treasurer; Members of Council for 
the coming year are T. L. Innes, R. B. Mail- 
ling, J. A. McClelland, D. C. Stewart, C.A., 
Peter Stewart and W. B. Stapells. 
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BRITISH COLUMBIA 


Mr. Frank N. Maas, C.A. announces the 
opening of an office for the practice of 
his profession at 573 Homer St., Vancouver. 


NEW BRUNSWICK 
Moncton Chartered Accountants’ Club 


A joint dinner meeting of the Moncton 
Chartered Accountants’ Club and the Monc- 
ton Branch of the New Brunswick Institute’s 
Students’ Society was held in the Moncton 
Curlers’ Association rooms on Friday, May 
5. Mr. J. F. O'Neill, C.A. spoke on the 
Dominion Companies Act. He was intro- 
duced by Mr. Bob Durward and thanked by 
Mr. Peter Stevens. Mr. W. W. B. Dick, C.A. 
presided. 


QUEBEC 


M. Real Rondeau, C.A., of the firm of 
Boulanger, Fortier & Rondeau, Chartered 
Accountants, Quebec, has been elected presi- 
dent of the Quebec Board of Trade. 

* * * 
Quebec Students’ Society 

In March 1950 the Quebec Students’ So- 
ciety held a Tax Forum at the Montreal 
High School with Mr. A. W. Gilmour, 
C.A. as guest speaker. Mr. Gilmour spoke 
on depreciation and the Income Tax Act. 


At the final dinner meeting of the So- 
ciety, held on March 23 at the Queen’s 
Hotel, Montreal, Mr. Fabio Monet, K.C., 
assistant chairman of the Income Tax Appeal 
Board, discussed some aspects of income tax 
appeal. 

* * * 


Sheper, Steinberg & “Co., Chartered Ac- 
countants, Montreal, announce the admission 
to partnership of Messrs. Harold Alper, C.A., 


George Berlind, B.Com., C.A., Kimiaki 
Nakashima, M.A., C.A. 








The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


c is always worthwhile going back to 
first principles if only for the grati- 
fication of seeing how much we have 
progressed. In Accounting Theory (which 
we referred to not long ago and which 
was published in 1922) W. A. Paton 
listed the following as being things 
which an accountant takes for granted 
in drawing up his financial statements: 

1. The business entity; 

2. The going concern; 

3. The balance sheet equation; 

4. The balance sheet is a complete repre- 
sentation of the financial condition of 
the enterprise; 

5. Cost gives actual value for purposes of 
initial statement; 

6. Expenses accrue while in general rev- 
enue does not; 

7. A loss in asset value falls upon or ex- 
tingishes the most recently accumulated 
proprietorship. 

The meaning of some of these as- 
sumptions is not immediately apparent, 
and we would like to consider them one 
by one. We propose to give a few quo- 
tations from the book mentioned and 
otherwise to attempt to interpret the 
relevant sections, and even to add a few 
thoughts of our own. This should pro- 
vide enough material for the present 
Notes and Comments and for those of 
next month, even by our own cursory 
standards. 

We begin by observing that the ac- 
countant’s assumption of “the business 
entity” has long been recognized at law. 
In fact it was the courts which created 


the legal fiction that a concern with 
limited liability is an artificial “‘person’’ 
and has an existence apart from its mem- 
bers. The point is, however, that the 
accountant seems to have slipped, perhaps 
by analogy, into the habit of thinking 
of any business (with or without limited 
liability) as having a separate existence 
from its owner or owners. Consider the 
current accounting usage of “firm” to 
designate a partnership business. Also, 
we suggest, the same assumption is in- 
volved when an accountant insists that 
a single proprietor (or, for that matter, 
partners) must keep personal drawings 
out of the income statement in arriving 
at a figure for net profits. 


The second assumption of “the going 
concern” must, we think, have provided 
refuge for accountants on many occa- 
sions. If, for example, someone Criticizes 
the valuation traditionally placed upon 
fixed assets by accountants (cost less de- 
preciation) as not being anywhere near 
the amount the assets would realize if 
sold, the accountant can always reply, 
“But as long as the business is a going 
concern it will not have to sell its fixed 
assets and their market value is quite 
irrelevant.” (Of course all this is only 
the negative side of the argument. Any 
valuation of fixed assets must be capable 
of being justified on the grounds that it 
renders the measurement of income more 
meaningful.) 

The third assumption, that of “the 
balance sheet equation” is in our view 
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one of the more subtle assumptions and 
it arises at the very outset of accounting 
theory. What question more fundamental 
than “Why should the balance sheet 
balance anyway?” Paton has put it much 
more precisely than this: ‘““Why should 
the legal and economic rights in a par- 
ticular business situation be considered 
to equal precisely the sum of a list of 
asset values arrived at by divers and 
complex processes of valuation? As a 
matter of fact they do not, in the ab- 
sence of complete liquidation.’’ He notes, 
for example, that the most significant 
value for the equity of common share- 
holders (if it were ascertainable) is not 
to be found on the balance sheet under 
“Capital and surplus’. It is rather the 
present value of whatever future divi- 
dends the directors may decide to declare 
on common stock. 


The weaknesses of the fourth assump- 
tion (that the balance sheet is capable of 
telling the whole story) are easily 
brought to light. In one sense the as- 
sumption is tied in with the assumption 
of the going concern. A complete state- 
ment of present financial condition can- 
not be obtained without an accurate in- 
sight into the future and the latter is 
impossible. The conventional balance 
sheet of a concern which, it was known, 
was not going to be profitable enough 
in future to remain in business would 
for many purposes be an utterly futile 
document. An accountant must take the 
future for granted like anyone else. 
There is a limit to how far one can go 


ANSWERS TO LAST 


(a) Sound 

(b) Unsound. 
Editor's note: Two or three of our previous 
puzzles were obtained from Maths is Fun by 
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in including notes as to “contingent” 
assets and liabilities on the balance sheet, 
though on the other hand there are 
recognized circumstances in which these 
things must not be overlooked. 


Further, in connection with the same 
assumption, there are some things that 
defy “measurement by the dollar”. To 
use Professor Paton’s words again: 

In the individual’s economy, for ex- 
ample, health, energy, résourcefulness, skill 
and similar qualifications and endow- 
ments may be of much greater ultimate 
consequence, even from a strictly economic 
point of view, than a disposal over a con- 
siderable sum of wealth .. . . In the busi- 
ness enterprise a well-organized and loyal 
personnel may be a much more important 
“asset” than a stock of merchandise. .. . 
Location, trade name, clientele, and similar 
considerations are likewise of extreme im- 


portance. (pp. 486-7 in Accounting 
Theory). 
Finally, the assumption that the 


balance sheet tells the whole story in- 
cludes one other most important as- 
sumption. It is at this point that Pro- 
fessor Paton emphasizes that accountants 
assume that the value of the dollar in 
which financial condition is assessed 
remains unchanged from one balance 
sheet date to another. 
* * * 

In the Notes and Comments of next 
month’s Students’ Department we hope 
to carry on and consider the last three 
of the assumptions listed by W. A. Paton 
in his 1922 book. 


MONTH’S PUZZLE 


Joseph Degrazia and a reader has inquired 
concerning the name of the publishers of this 
book. We are advised that the book is pub- 
lished by Smithers and Bonellie, 178 Bay St., 
Toronto, 1948 ($3.50). 
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PUZZLE 


Each of the first nine letters of the FG 
alphabet in the problem below stands Less A B multiplied by C= DE 
for a different figure (1, 2, 3, 4, 5, 6, —— 
7, 8,9) and 0 is not allowed. Find the Leaving HI 
figures corresponding to the letters. tei 


(By Charles F. Bishop, author of 101 
Amusements for All) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. They are designed not as 
models for submission to the examiner but rather as such discussion and explanation of the 
problem as will make its study of benefit to the student. Discussion of solutions presented 
is cordially invited. 


PROBLEM 1 
Intermediate Examination, October 1949 
Accounting I, Question 8 (15 marks) 


Because the bookkeeper of the Wint R. Doze Co. was unable to balance the general 
ledger at 31 Jan. 1949, he opened a suspense account in which he entered the amount he was 
out of balance. He showed this suspense account on the draft balance sheet. 

The following errors were subsequently discovered in the books and duly corrected, 
thus balancing the books and adjusting the suspense account: 

(1) The addition of one of the analysis columns of the columnar purchase journal was 

found to be $85 short, although the other columns were added correctly. 

(2) Goods purchased for $5.50 had been entered in the purchase journal as $55.00. 

(3) A dishonoured note receivable for $200, returned by the company’s bank, had been 
credited to the bank account and debited to notes receivable discounted. 

(4) An item of $10 entered in the sales returns book had been posted to the debit of 
the customer who returned the goods. 

(5) Sundry items of fully depreciated machinery were sold for $300. This sale was 
entered in the sales book from where it had been posted to the credit of the sales 
account. 

(6) An amount of $60 owing by a customer had been omitted from the accounts 
receivable trial balance. 

(7) Discounts amounting to $2.50 allowed to a customer had been posted to his account 
but not posted to the discount account. 

(8) Prepaid taxes of $45 paid in advance in the previous year had not been brought 
forward as a balance in the taxes account. 

There are subsidiary accounts receivable and accounts payable ledgers with their 

respective controlling accounts in the general ledger. 
Required: 

(a) The suspense account as set up by the bookkeeper and the adjusting entries necessary 
to clear the account. 

(b) The entries that should be made to correct the errors not adjusted in (a). 





290 The Canadian Chartered Accountant, June, 1950 


A SOLUTION 
SUSPENSE ACCOUNT 
(a) 
DR. CR. Balance 
a as litte se apeleeseksnotenansace 132.50 Dr. 132.50 
Adjustment of goods 
IN I EN Sia ca oe ese cel 85.00 47.50 
OI NN oes Se a csasstshatbcsccuaccessbaeveaesven 2.50 45.00 
WN RMD RUNNIN oc s sen gascsconecnas uns zuccincesevevaseenniesoss> 45.00 0 
GENERAL JOURNAL 
1949 
A NN PRN oon L0 acevo vv gnazhuneiesaduncd ons snsasbsvaoscvosssebdin warts 85.00 
ie I cg oc col A Es es Sates occu aves iisatindassoaneces 85.00 
Correction for amount omitted from 
analysis column of purchase journal. 
(b) 
STA re CIR I ccc ss cicp su dvdsss nviiay sudan cacy ena bscarsendsentansetate 49.50 
I I se ch a 5 iene uaa pcachasacaugteeaats 49.50 
Goods purchased for $5.50 entered 
in purchase journal as $55.00. 
Unc oee NL OO: CNN NRSRIINRN SUMING oad 0 eds Ss svscesa svaa aw ss iv oacesntbasinbes 200.00 
Cr. Notes receivable discounted .................ccccccccccscesseeeseeeees 200.00 
To correct entry made in cheque 
register when note receivable 
dishonoured 
NUR) MIN UMMM poi bso sat secs ivacasdapesincsesyehealnstnsdbseedunsenecbudvessisdsasvonest bees 300.00 
ics Maa GE Ny ainsi ann nsiesscisesscnnecansonnstes 300.00 


To correct posting from sales book 
re sale of machinery 


Note: In respect to item (4) the customer’s account in the subsidiary ledger would have 
to be credited with $20 and the balance of this account on the accounts receivable trial 
balance corrected. In respect of item (6) the balance would be inserted in the accounts 
receivable trial balance. 
PROBLEM 2 
Final Examination, October 1949 
Accounting I, Question 6 (17 marks) 

The following are the condensed balance sheets of the partnerships A & B, and C & D, 

as at 30 June 1949: 


ASSETS: 
A&B C&D 
ares bain RNIN ORES URN RN oc space caneosckcteciucyesvesansaovacesouensesensd $ 95,000 $ 60,000 
RTI OND roca 5 eons avsanss cwnkevavesyuuessesevsannssboseosiebtens 285,000 340,000 
I 2B gcc aa a i a eens 190,000 395,000 
I a a Ue a cers ohh aguelbbaapesue sane 40,000 10,000 
Buildings & equipment less depreciation ..................::.ccseseseeeeseees 420,000 165,000 


$1,030,000 $970,000 
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LIABILITIES AND CAPITAL: 


ON eM a iso $ 280,000 $230,000 
NI I sce secession 463,000 
Na eh ass: dasiddan sia ansistvecipdaudiacigbebuconsiaschadstcsnatcls 287,000 
Monae Maa lad ek 368,000 
ac ia a at cl mata 372,000 


$1,030,000 $970,000 


Earnings for the past 5 years are: 
A&B C&D 


i octet cccscie Sac. $ 43,000 $ 75,000 
I incite shaded shadeunlonca 38,000 62,000 
a el cela cle. 36,000 71,000 
bie Ei ctl hin aalaeechicthaaainpabcail 41,000 55,000 
ESR Ieee 32,000 62,000 


The profits of the partnership A & B are divided A 60, B 40, and of C & D, C 50, 
and D 50. 

It is decided to form a limited company, the A B C D Co. Ltd. to take over the 
businesses of both partnerships. The A B C D Co. Ltd. will acquire all the assets and 
assume all the liabilities at book value. It is agreed that the shares of the new company 
issued to the partners shall be of such a nature and amount that the equity of each partner 
in assets shall be given recognition and, assuming the profits of the company shall at least 
equal the profits of the two partnerships in 1949, each of the partners shall receive the 
same share of the profits as before the formation of the limited company. 

For the purposes of this question, taxes on income are to be ignored. 

Required: 

Suggest an equitable share capital structure for the new company setting out the 

shareholdings of each of the former partners. 


A SOLUTION 
A B Cc D Total 
AEE OE BERR ccc. ss cseoccsess $463,000 $287,000 $368,000 $372,000 $1,490,000 
Share of profits 1949 .......... 25,800 17,200 37,500 37,500 118,000 
OP isk Si cies besscees 6% 10% 8% 


Since the equity in assets is to be preserved, one should suggest an 
issue of $100 preferred shares in the amount of each partner’s equity 
in the assets. These shares would be preferred as to capital only, and 
would rank equally with common shares as to dividends. 

In order to provide for the required profit distribution, one should 
suggest an issue of no par value common shares for goodwill valued 
at $1 each to be divided among A, B, C, and D so that each partner 
will receive a proper proportion of dividends. 


A B C D Total 
Proportion of dividend ..... $25,800 $17,200 $37,500 $37,500 $118,000 
No. of preferred shares for assets 4630 2870 3680 3720 14900 


No. of common shares to 
be issued ...... 21,170 14,330 33,820 33,780 103,100 
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Shares to be issued: 


Preferred Common 
A 4630 @ 100—$ 463,000 21,170 @ $1 — $21,170 
B 2870 @ 100— 287,000 14,330 @ $1— 14,330 
ae 3680 @ 100— 368,000 33,820 @ $1— 33,820 
D 3720 @ 100 — 372,000 33,780 @ $1— 33,780 








103,100 @ $1—$103,100 


14,900 @ 100 — $1,490,000 

















PROBLEM 3 
Final Examination, October 1949 
Accounting I, Question 7 (8 marks) 
The capitalization of the I. O. Lotz Co. Ltd. at 30 June 1949 was as follows: 


Authorized Issued 
7% cumulative preferred shares, par value $100 per share $1,000,000 $600,000 
6% preferred shares, par value $50 per share . 300,000 200,000 


Common shares, no par value ........... aks kone 50,000 shares 20,000 shares 
The directors wish to eliminate the 7% preferred shares and the following methods 


of raising money to redeem these shares have been suggested: 


(a) Issue 5% 20-year 1st mortgage bonds, par value $600,000 @ 94; 

(b) Offer rights to common shareholders to purchase for each share now held 1 
common share @ $30 per share. 

Investigation reveals: 

(1) All the shares presently outstanding were issued upon formation of the company 
in 1942; 

(2) Annual dividends on the common shares have been paid at the rate of $2.10 
per share and no change in rate is anticipated. 

(3) Average annual net profits before income taxes, which have amounted to 50% 
of income, have been $270,000 and no material variations are expected in the 


future. 


Required: 


A statement to show the effect of the proposed methods (a) and (b) upon the earnings 


applicable to the common shares. 


A SOLUTION 
I. O. LOTZ CO. LTD. 
EFFECT OF PROPOSALS UPON EARNINGS APPLICABLE TO COMMON SHARES 
Proposal (b) 


Proposal (a) rights 
Present issue to common 
Capitalization ist mortgage bonds shareholders 
Average net profits $270,000 $270,000 $270,000 
Interest on bonds .... 30,000 
Amortize discount on bonds . EY 1,800 
Income tax @ 50% 135,000 120,000 135,000 
Dividends on 7% preferred: ..... 42,000 
6% preferred: ate 12,000 12,000 12,000 
$189,000 $163,800 $147,000 
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Earnings applicable to common shares .... $ 81,000 $106,200 $123,000 
Equivalent to per share ...............:...0:...... 9 405 S .531 $ 3.08 
PROBLEM 4 


Final Examination, October 1949 
Accounting II, Question 1 (10 marks) 


It has always been the policy of Adam and Fineday, who operate a retail drug store, 
to sell only for cash, but now in face of increasing competition, the partners have decided 
to inaugurate a charge account system. Itis expected that within a few years there will 
be approximately 1200 small accounts. 

Required: 

Outline a system of accounting for accounts receivable and credit sales which might 

be used by Adam and Fineday. 


A SOLUTION 


The system to record credit sales should be designed to ensure that all such sales are 
recorded and are recorded properly and before charge sales are made, credit approval should 
be obtained. 

Sales Slips should be prepared for all charge sales and no goods purchased on account 

should be delivered without a copy of the original slip. These slips should: 

1. be serially pre-numbered, 

2. be in duplicate—the original to accompany the goods, the duplicate to go to the 
accounting department, 

3. have at least the following information: name of store, name and address of customer, 
date, details of purchase, and should have provision for credit approval. 


Daily recaps of charge sales should be prepared from the duplicate copies of the sales 
slips. This recap could provide for any analysis of sales required. The recap provides 
the basis for the charge in the books of original entry to accounts receivable and the credit 
to sales. Customers’ accounts should be posted from the recap or from the duplicate slips. 
Slips should be filed for reference in numerical order. A check list should be kept by 
someone other than accounts receivable clerk or sales clerks to show that all sales slips 
are accounted for. Any missing slips should be brought to the attention of the proprietors. 
Receipts on account should be entered in the Cash receipts book which should provide for 
cash received from customers on account. Postings to customers’ ledgers will be made 
from cash book. 

Statements of account should be sent to customers at regular intervals, presumably a few 
days before the end of the month. All accounts not paid within the terms of credit and 
any accounts exceeding credit limits, should be brought to the attention of the partners. 
Customers’ ledgers should be kept in the most convenient form. If broken into several 
sections (A-G H-O etc.), separate control should be kept for each section. A loose leaf 
ledger with statement forms and carbon covering the account is helpful because statements 
may be prepared at the same time as the accounts are written up. These statements may 
then be pulled at billing time and mailed to customers. 
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PROBLEM 5 
Final Examination, October 1949 
Accounting II, Question 2 (8 marks) 


State the purposes of a budget system and explain briefly how these purposes are 
accomplished. 


A SOLUTION 


Purposes of a budget system are to: 

Establish a definite objective of performance for the enterprise; 

Formulate executive policies as to future operations; 

Promote cooperation in acceptance of policies and execution of plans; 

Determine limits to which expenditures are to be confined; 

Determine what funds will be required, when they will be needed, and from what 

sources they will be derived; 

Set up comparisons and checks to show currently the degree and quality of operating 

performance; 

Indicate when and where changes must be made in current operation in order that 

the planned objective may be realized. 

These purposes are accomplished by planning operations in advance and subsequently 
at regular intervals, comparing actual performance with the objective as set out by the 
budget and ascertaining the reasons for variations between planned and actual performance. 


PROBLEM 6 
Final Examination, October 1949 


Accounting II, Question 3 (7 marks) 


Why should idle time labour costs be recorded separately from productive labour 


costs? 
Outline a method of accounting for and allocation of such costs. 


A SOLUTION 


Idle time labour costs should be recorded so that the extent of idle time may be 
ascertained and the reasons and responsibilities for such costs determined to eliminate 
or reduce these costs as far as possible. The system of recording labour costs should be 
set up in such a way that costs incurred for idle time are segregated from production costs. 
Time cards should show distribution of time, and any idle time should be shown separately. 
Idle time costs should be charged to a separate account or standing order. Idle time costs 
incurred from production causes, such as mechanical breakdowns, material shortages, poor 
scheduling, etc., may be charged separately to the various departments as a part of overhead. 
Idle time costs incurred from administrative or economic causes, such as guarantee of 
minimum annual wages, seasonal changes, cyclical changes, etc., should not be charged 
to production but should be shown as a separate charge to profit and loss. 
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